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ABSTRACT

The electric power and light industry, which is commonly
referred to as a public utility or a regulated industry, has experi
enced a phenomenal growth since its inception in the United States in
l882«

Today, because of notable advances in the technology of electric

power generation and transmission, this complex industry is character
ized by large companies with va3t holdings which engage in interstate
as well as intrastate business.
The scale of operations of privately owned electric power and
light companies requires large amounts of both debt and equity capital;
thus, the need for fair and informative reporting to the general public
of the financial position and progress of the individual companies is
apparent.

In this study, an evaluation of current accounting practices

of electric power and light companies was made in order to determine
to what extent the accounting profession has responded in reporting
fairly the results of the financial activities of these business enter
prises to the general public.

The results of the study should be of

interest to the public accounting profession, regulatory commissions,
and other regulated industries.
Governmental regulation of electric power and light companies
dates from the beginning of the industry.

The necessity of the service

and the possibility of exploitive pricing are usually cited as justi
fication for regulation of the electrical industry.
vii

At first an attempt

was made to regulate the operations of the companies on a local level
by means of provisions in a franchise for a designated market area.

As

the operations of the firms expanded, the task of regulation was assumed
by the states which established independent regulatory commissions.

In

1920, the Federal Power Commission was established which regulates hydro
electric projects and interstate commerce in electric power.
The scope of regulation has been broadened until nearly all
aspects of the operations of electrical firms are covered; however, most
of the regulatory action is directed toward the prescription of reason
able earnings and prices.

As an aid in accomplishing this objective,

regulatory commissions have adopted uniform systems of accounts to be
used by the firms of the industry.

For this reason, accounting for an

electric power and light company is frequently referred to as regulatory
accounting.
The approach to the problem of this study was to compare
regulatory accounting with accounting practices of a non-regulated enter
prise.

Regulatory commissions have in their uniform systems of accounts

set forth many procedures which are in marked contrast with generally
accepted principles of accounting.

The prescription of original cost,

which requires electrical firms to record utility plant items at the
cost of the first person devoting the property to the public service,
serves as a good example.
The study also considered the weaknesses of prescribed accounting
the diversity of prescribed procedures among the various regulatory juris
dictions, and the limitations of accounting data in the role of rate regu
lation.

The utilitarian nature of accounting was emphasized throughout

the study, but financial reporting to the general public occupied the
focal point.
viii

Both primary and secondary sources were used in the research.
Correspondence with executives of utility firms and correspondence and
personal interviews with public accountants contributed greatly to the
study.

The publications of the Federal Power Commission, decisions of

courts ana commissions, and annual reports of utility firms were
carefully analyzed.
The conclusion was reached that present-day accounting for
electrical utilities is not responsive to the needs of the general
public.

Accounting practices and standards in the regulated industries

should not be established by commissions, but should develop in the
same manner that generally accepted accounting principles evolve in the
non-regulated industries.

ix

CHAPTER I
INTRODUCTION

The year 1882 marked the advent of what was to become one of the
business giants in the United States--the electric power and light indus
try.

Although important electrical discoveries had been made over a period

of 80 years prior to this date, the invention of the high-resistance, incan
descent lamp by Thomas Edison on October 21, 1879* resulted in the eventual
birth of this industry. 1

The completion of the first Edison central station

in New York in 1882 was followed by numerous other advances in electrical
lighting and the use of electricity for power.
The growth of the electrical industry from every point of view-production, sales, plant investment, etc.--has been phenomenal.

Recent

statistics reveal the importance of the industry in the economy of the
United States.

In 195S8 the Nation's 3>^59 electric utility generating

plants produced a total of 709*7 billion kilowatt-hours, a record for the
O
thirteenth consecutive year.
The aggregate revenue of 269 of the largest
privately owned electric utilities, which comprise SQfjo of this segment of
the industry, amounted to $9*^98 million for electric service rendered
during 1959 *

The total investment of the same companies in utility plant

Herbert B. Dorau, Materials for the Study of Public Utility
Economics (New York: Macmillan and Company, 1930), p. 22.
O
Federal Power Commission, Fr'v+'t
(Washington, D.C.: U.S. Government

1

An r u m i i a k r \

at the end of 1959 was $42,322 million.^

In addition, 270 of the largest

non-Federal publicly owned electric utilities, comprising 70$ of this
segment of the industry, received revenues totaling $696 million for
electric service rendered during 1959 , and at the end of the year, the
utility plant investment amounted to $3,182 million.^

Taken together, the

private and public sector of the electric power and light industry received
revenues in 1959 in excess of $10 billion.

The investment in electric

plant in the same year exceeded $45 billion.
In the vast field of public utility enterprises, those concerns
"affected with a public interest," the electric power and light industry
has come to assume the place of first importance.-'

This industry, however,
c
is followed closely by the natural gas and telephone companies.
The growth of the electric power and light industry is impressive

not only when measured in terms of revenues, plant investments, or other
units of size, but also when regarded in light of the increasing influ
ence upon domestic and industrial life.

With its many ramifications, the

electric power and light industry reaches every part of the national eco
nomic life.
The rapid growth of the electric industry has brought about
scores of complex problems for the accounting profession.

These problems

3
Ibid., p. 30.
k

Federal Power Commission, Statistics of Electric Utilities in
the United States, 1959, Publicly Owned (Washington, D.C.: U.S. Govern
ment Printing Office, i9 6 0 ), p. vii.
^John Sherman Porter, editor, Moody's Public Utility Manual, i960
(New York: Moody's Investors Service, i9 6 0 ), p. all.
^Ibid., p. a 3 »
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have been compounded due to the special function which the accountant seeks
to perform for an industry of this nature.

This function must be explained.

In the case of American business in general, the economic law of
supply and demand will act as an invisible hand to regulate the economy.
The demand for a commodity will bring forth the capacity to produce the
commodity in such quantities as necessary to fulfill the demand.

On the

other hand, the consumer is able to exercise his influence over the price
by choosing from among alternative sources of supply.
will act as a regulator.

Thus, competition

With a public utility type of enterprise, the

duplication of productive physical facilities is considered to be econom
ically unsound.

For example, in the electric power and light industry, a

large capital investment is required to build a generating plant or to
establish a distribution system.

If duplicate facilities were completed

by rival companies, the consumer, in effect, would pay for such "economic
waste" through higher prices for electric service.

In addition, there is

not enough room in the streets or alleys or underground for competitors
in the electrical industry to offer alternative choices of action to
consumers.
Such conditions have resulted in the granting of monopolistic
privileges by governmental units to electric power and light firms and
other public utilities.

There arises the need for another regulator

once a monopoly has been granted and the economic law of supply and
demand cannot perform this function.

Governmental units have sought to

regulate the earnings of public utilities by establishing regulatory
commissions or other agencies.
The commissioners have naturally looked to the accountant and
to the data contained in the financial statements to assist them in

k

prescribing rates which will be equitable both to the public and to the
utility.

This is the special function which accounting seeks to perform

for regulated companies that is not present elsewhere.
How well has the accounting profession responded to this chal
lenge?

How and why does accounting for a non-regulated and a regulated

industry differ in certain respects?

What are the major weaknesses of

current accounting practices with reference to public utilities?

What

suggestions can be advanced which could possibly lead to an Improvement
of accounting methodology for a public utility?

The answers to these

and other questions confronting the professions of accounting have been
sought in this study of accounting for one of the regulated utilities—
the electric power and light industry.
Actually, the objectives of this study have been twofold:
1.

To strive to make a contribution to the literature
in the area of regulatory accounting.

2.

To learn more about a major and complex segment of
the economy of the United States.

In a study of this nature, it became necessary to consider the
literature pertaining to public utilities in general.

Some of the most

important legal precendents have been established in regard to either
railroads or gas utilities.

Such precendents have equal applicability

in the electric power and light industry.
This study has been primarily an evaluation of current account
ing practices in the privately owned sector of the electric power and
light industry.

Publicly owned utilities, or those owned by federal,

state, or local governmental bodies, have been excluded for several
reasons.

First, publicly owned power and light utilities were eliminated

in order to reduce the scope of the research project.

Second, as

indicated by the statistics on pages 1 and 2 , privately owned electrical
utilities account for almost 9 5 o f the total revenue and plant investment
of the industry.
private sector.

Third, there is a larger incentive for profit in the
The rate of return for privately owned power and light

companies must be sufficient to attract both equity and debt capital.
In order to consider problems of accounting relating to utilities
adequately, a knowledge of the economic and social environment in which
the industry operates is desirable.

The economic characteristics of

electric power and light are reviewed briefly in Chapter II.

Chapter III

contains a digest of local, state, and federal regulation as it has
evolved to the present time.
The evaluation of accounting practices of electric utilities is
the subject matter of Chapters IV through VI.

Consideration is given in

Chapter IV to the uniform system of accounts prescribed for electrical
utilities.

This is not an account-by-account discussion of prescribed

accounting, but rather a critical evaluation of the uniform system in
comparison with prevailing accounting practices for non-regulated enter
prises, or with "generally accepted principles of accounting."

Also,

the advantages and disadvantages of prescribed accounting for regulated
enterprises are set forth.
As plant investment is such an item of interest for utilities,
Chapter V considers those problems of accounting relating to the acqui
sition of electric plant, or capital expenditures, and the subsequent
writeoff by means of depreciation charges against revenue.

This is an

important part of this study as the Investment in plant forms the largest
part of the base to be used by regulatory authorities in computing the
rate which the utility will charge the consumer for services rendered.
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Attention is given in Chapter VI to those special problems of
utilities in the measurement of periodic net income.

Again, this topic

is considered in contrast with prevailing accounting practices for non
regulated firms.
It should be pointed out that the subject matter of Chapters IV,
V, and VI is interrelated, and it has been difficult at times to consider
one topic without bringing in another.

However, throughout each of these

chapters all of the material is brought together in a discussion of the
crux of the problem— the use of accounting data in computing the rate of
return.

Property valuations, net income, appraisals, supplementary infor

mation, idiocrasies of commissioners, composition of the court— all are
involved in the determination of the rate of return.
The concluding chapter summarizes the present accounting practices
with respect to the electric power and light industry.

Suggestions are

made for corrective action which, in the opinion of the writer, could lead
to an improvement of accounting methodology for electric power and light
firms and public utilities in general.
Both primary and secondary data have been used in this research
project.

As mentioned previously, the literature pertaining to public

utilities in general was examined.

Msst of the standard texts in this

area were written by economists, and many were written in the 1 9 3 0 's, a
period of great concern over governmental regulation of business.
of the material was "muddied" by legal decisions.

Much

The various pronounce

ments of the Federal Power Commission were included in the research.
The primary data were collected by personal letters to executives
of electric utilities, public accountants, and trade associations.
executives were contacted; 25, or 83 $>, responded.

Thirty

A large number of the
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replies contained very useful information.
were reluctant to express their opinions.

In a few cases, the executives
Due to the specialized nature

of the research project, a smaller group of public accountants were solic
ited for assistance.
this source.

Also, very practical suggestions were obtained from

The identity of those contacted will not be revealed due to

several requests that neither their name nor the name of their company be
mentioned in this paper.

However, many of the ideas contained herein were

obtained from executives or public accountants.

The support and encourage

ment received during the course of the primary research was gratifying.

CHAPTER II
ECONOMIC CHARACTERISTICS

The concept of public utilities is legal in its origin; however,
the industries which are classified as public utilities possess certain
common economic characteristics.

The industries which are usually in

cluded in economic discussions of public utilities are the electric,
gas, water, telephone, and transportation industries.

As the business

transactions of a business entity by nature are of an economic character,
the accountant should be aware of the basic characteristics of the indus
try of which he is associated.

Many of the specialized procedures and

functions of public utility accounting are due to the inherent character
istics of the various enterprises.

The purpose of this chapter is to

present briefly those common economic characteristics of public utilities,
particularly those of the electric power and light industry.

Considera

tion of the legal concept of public utilities, as developed by legislators
and the courts, will be deferred until the following chapter.
Most of the writers in the field of public utilities enumerate
the more common economic characteristics of public utilities.^

Some of

these characteristics can be attributed to the technology or to the

"*"Irston R. Barnes, The Economics of Public Utility Regulation
(New York: Appleton-Century-Crofts, Inc., 19^2), pp. 12-60; J. Rhoads
Foster and Bernard 3. Rodey, Jr., Public Utility Accounting (New York:
Prentice-Hall, Inc., 1951)* PP* 1-9* araL Eknery Troxel, Economics of
Public Utilities (New York: Rinehart and Company, Inc.j 19^7), pp. 2^-kQ.
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social obligations of the industries whereas others are a result of the
capitalistic economic system of the United States.

In several instances,

the utilities have elements in common with the non-utilities.

The neces

sity of supplementing the economic law of supply and demand as a regulator
of prices with governmental regulation will be more apparent aPter atten
tion is directed to the distinctive features of public utilities.

The

following disucssion in certain respects will be general, but it affords
at least a partial insight of the economics of electrical utilities.

Cost Conditions
Perhaps the most outstanding cost characteristic of public utili
ties is the large fixed investment.

This feature is especially true of

the electric power and light industry.

In 1959j "the investment in elec-

i
2
trie plant per dollar of annual revenue amounted to $4.21.

The net

investment in electric plant items accounted for 8 9 .7 $ of the total assets
in the same year. ^

The ratio is typically about 65 cp for manufacturing

enterprises and less than 50$ for mercantile establishments.^

Maintenance

and depreciation charges in the electric power and light industry in 1959
were 16.4$ of operating revenue.^

These statistics reveal the importance

of capital assets as a major item of costs for electrical firms.

2
Federal Power Commission, Statistics of Electric Utilities in
the United States, 1959> Privately Owned (Washington, D.C.: U.S. Govern
ment Printing Office, i9 6 0 ), p. viii.
^Ibid., p. viii.
^Foster and Rodey, o£. cit., p. 3*
^Federal Power Commission, Statistics of Electric Utilities in
the United States, 1959, Privately Owned, p. xxi.
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The large outlay by electrical utilities for capital assets is due
to several reasons.

First, the nature of the operations of electric power

and light companies generally require large-scale enterprises.

The firm

will usually generate, transmit, and distribute electrical energy to
industrial and domestic consumers.

Electrical energy can be generated

by either steam or water, but both types of generation require large sums
of capital for the necessary physical facilities.

Transmission and dis

tribution systems also require substantial capital outlays.
Another reason for large expenditures for plant investment is the
fact that the electrical firms have a public obligation to serve all con
sumers who are willing to buy at existing prices.

Considering the fact

that consumers have peak periods of demand and that electrical energy
cannot be stored, it is evident that the companies commonly have unused
plant capacity.

The growing company must actually enlarge plant capacity

ahead of demand increases.
Authorities generally agree that utility services are produced
under decreasing cost conditions.^

This characteristic holds true in the

long run as well as the short run.

In the short run, with an assumed

plant capacity and a stated amount of fixed charges, the average cost per
unit of output will decrease as output is increased.

The fixed charges

or overhead 'will be spread over the increased output, and the average
cost will decline.

Over the long run, a period of time long enough to

vary plant capacity, a condition of decreasing costs exists up to the
optimum level of output.

This condition contributes toward large-scale

enterprises.

^Troxel, og. cit., p. 3^*
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The condition of joint costs exists in the utilities as in other
phases of economic life.

However, joint costs are especially important

in the utilities where a high degree of integration exists.

As previously

stated, many firms generate, transmit, and distribute their services.
Also, many firms provide two or more services; for example, the gas and
electric companies.

The accountant resorts to apportioning joint costs

over the available units of service.

Judgment is involved in making the

allocation, and the regulatory authority may question the basis of
allocation.

Competitive Conditions
Most utility companies operate under exclusive franchise grants
by governmental bodies.

These franchises result in the utilities having

monopolistic control over a designated market area.

The monopolistic

power of the utilities over rates and standards of service is curbed by
controls in the franchise contracts, regulatory statutes, and orders of
the regulatory commissions.^
Public authorities at one time thought competitive conditions
could be relied upon to protect the interest of the consumers.

When
Q
utility companies were new, rivalry of companies was fairly common.
But experience soon demonstrated that consumers and investors were not
protected by the type of competition which prevailed.

The consumers paid

the cost of duplication of physical facilities through higher costs of
service; and, in many cases, the companies did not offer adequate stan
dards of service to the consumers.

7
Barnes, oj). cit», p. 1 2 .
Q
Ibid., p. 27.

The rival companies either agreed on
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basic policies, or engaged in rate wars or other tactics until the weaker
companies were eliminated.

Cutthroat or destructive competition prevailed.

Mergers and consolidations were

common.9

Holding companies were used to

acquire dominance in a market.
Technical factors also led to the dominance of a market area by
one company.

Technical advances with the resulting decreasing costs and

the economies of large-scale enterprises outmoded the small utility
company.
Gradually, public authorities realized competition could not be
relied upon to control rates and standards of service.
monopoly was coined to classify utilities.

The term "natural"

However, some of the non

utilities possessed many of the same characteristics as the utilities.
As Troxel neatly puts it:
. . .the notion of a natural monopoly was invented to justify
exclusive markets for utility companies after their ineffec
tual and sometimes wasteful rivalry proved unsatisfactory to
both the investor and the consumer interests.
After granting monopolistic privileges in the form of franchises
to the public utilities, the governmental bodies were obligated to curb
the economic power of the utilities by regulation.

Otherwise, the

utility, being a monopolist, might seek to maximize net income by restrict
ing output and charging prices clearly in excess of costs of production."1''1'
Such action would not be in the public interest as utility services are
essential to the welfare of the individual and of the community.

^Ibid., p. 2 7 .

1 QIbid., p. 2 7 .
^Barnes, o£. cit., p. ^3-
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By the process of regulation, the interest of both the investors
and consumers are protected.

The rates charged by the utility must be

equitable on the part of the consumer; but, at the same time, the utility
is assured a return on its investment.

The return on the investment of

utilities has been a major item of controversy in public utility regula
tion, and the economic effects of an assured "fair" rate of return are of
importance.

In the first place, the utility may be relatively indifferent

to opportunities to become more efficient.
only result in a reduction in prices.

12

A reduction in costs would

The utility may delay introducing

technological innovations as would be necessary under competitive condi
tions.

On the other hand, many marginal areas are being served today that

would not have received the benefits of service under competitive conditions.
Monopolization in the utilities is not absolute.

Although a company

is granted an exclusive franchise for a geographic area, this prevents com
petition only of a like service.

There is a considerable amount of intra

industry competition.^3
Intra-industry competition is especially true in the field of
transportation; but, to a lesser extent, the electric power and light
companies compete with the gas companies.

In addition, large industrial

consumers may elect to generate their own electrical energy.

Managements

of the various utilities have attempted to counter these possibilities by
engaging in promotional rates or discriminatory pricing.

Ik

Customers are

12 Ibid., p. 43.
1^Burton N. Behling, Competition and Monopoly in Public Utility
Industries (Urbana, Illinois: University of Illinois, 1938) , XXV, 166.
14

/Ibid., p. 169 .

divided into classes according to their elasticities of demand which
depend in part upon available substitutes and the feasibility of making
a substitution.

Small domestic buyers have an inelastic demand for most

utility services that they consume.^
for other consumers.

The demand becomes more elastic

Consequently, domestic buyers would pay a higher

rate for services than other consumers.

According to Behling, "The dis

parity between the rates paid by domestic customers, small power users,
municipalities for street lighting, and large industrial power customers
indicates that rates are determined on the basis of the practicability
of substitution."

In some cases, rates have been set according to

what the traffic will bear as contrasted with the cost of providing the
service.^
The market relationship can probably be best expressed in terms
of monopolistic competition due to the existence of both monopolistic and
competitive features.

1A

This statement does not mean that regulation of

the utilities should be relaxed, but that the regulatory job is actually
more complex.

Attention must be devoted to rates and rate schedules in

order that all consumers may be treated as fairly as possible.

Capitalization
Generally, public utilities are more heavily capitalized than
other forms of business enterprises.

■^Troxel, oj). cit., p. k-3

17 Ibid., p. 175-

18.
Ibid., p . 167

The necessity of substantial
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expenditures for fixed assets and the tendency toward large-scale enter
prises compels public utilities to resort to all classes of investors.
Bonded indebtedness is used more heavily in utilities than other lines
of business activity.

For the electric power and light industry in 1959,

long-term debt represented 5 2 .7 $ of total capitalization and surplus;
common stock, 2 6 .5$; preferred stock, 1 0 .9 $; and surplus, 9 *9$*

In the

same year, the ratio of long-term debt to gross utility plant was 42.3$,
and the ratio to net utility plant was 52.4$.^

The average rate of

interest paid was 3*5$> the total interest payments amounted to $6 6 7 .5
million, or 6$ of revenue.^

These percentages were relatively constant

over the ten preceding years.
The ability of the electric power and light companies and other
utilities to assume the large fixed charges of bonded debt and privileged
stocks is due to the stability of earnings, an effect of regulation.
Although the operating revenue of the electric power and light industry
climbed from $5*1 billion in 1949 to an excess of $1 1 .1 billion in 1959 ?
the net income as a per cent of operating revenue ranged from only 1 3 .4 to
14*9$ over the eleven-year period.

The average percentage for this period

was 14.6$ with six out of the eleven years having an identical percentage
of 14.9.

Likewise, with an increase in net utility plant investment from

$1 5 .6 billion in 1949 to $ 37*9 in 1959 , the utility operating income as a
per cent of average net utility plant investment ranged from only 5*6 to

6 .2$ with four out of the eleven years having a return of 5 *7 $ * ^

•^Federal Power Commission, Statistics of Electric Utilities in
the United States, 1959, Privately Owned, p. viii.
^ I b i d ., p. xii.
^ I b i d . , pp. ix and xiii.
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Such stability reveals that the electric power and light industry is not
sensitive to the phases

of the

business cycle as most linesof business

endeavor.

of the

management of electric firmsin regard to

The attitude

the stability of earnings is reflected in a statement made by the presi
dent of one company which is quoted as follows:

"When and if it becomes

necessary to ask for a rate relief to maintain a reasonable return, we
will not hesitate to file the necessary application."
In comparison with the non-utilities, an average percentage of
net income to operating revenue of lU .6 realized by the electrical indus
try during the 19^9-59 period would appear to be excessive.
must, however, be given

to the

six years are required for

Consideration

annual turnover of capital.About five to

a utility to earn revenue equalto its capital

whereas a trading concern's annual revenue may be four to five times its
invested capital.

Op

With a low annual turnover of capital, a large proportion of the
revenue dollar must be available for disbursement as a return on the
invested capital.

The preferred stockholders of the electric power and

light companies received nearly 2$ of the operating revenue over the 19 ^9 -

1959 period while the common stockholders received approximately 9$ of the
operating revenue.

The electric firms usually distribute about 70$ of the

net income in the form of dividends.^

This fact explains the common

practice of electric utilities resorting to the sale of additional securi
ties to finance new construction rather than by the use of accumulated
earnings.^

pp

^Barnes, o£. cit., p. 53*
^Federal Power Commission, Statistics of Electric Utilities in
the United States, 1939t Privately Owned, p. xiii.
^Barnes, op. cit., p. 56 .
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The cost of capital is a major item of expenditures in the opera
tion of an electric power and light company.

According to the percentages

cited, seventeen cents out of every dollar of revenue realized by the
electric companies over the past eleven years have gone to the bond or
stockholders.

Financial practices, such as total capitalization, choice

of securities, and dividend distributions, will affect the cost of present
and future capital needs.

The cost of capital will, in turn, affect the

prescribed return of the utility and the cost of service to the consumer.
The influence of the cost of capital upon the cost of service to
the consumer has justified the extension of regulation to the financing of
utilities.

The Securities and Exchange Commission regulates the financing

of utility companies as well as companies in other industries for the pro
tection of Investors; however, the interest of the consumers of public
utilities is protected by the regulation of financing by the public utility
regulatory commissions.

Regulation of financing is essential if the public

is to be assured the utility is obtaining capital funds at the lowest pos
sible costs, and following sound financial management in other respects.

The Regulatory Task
An awareness of the economic characteristics of public utilities
discloses the need for public regulation of the economic power possessed
by the companies.
the non-utilities.

Certainly, the utilities have elements in common with
For example, manufacturing firms usually require

large fixed investments and operate under conditions of decreasing costs.
Pure competition is not the typical market environment, but most commodi
ties or services are sold under conditions of monopolistic competition.
However, the relationship of the utilities with the consumers, notably
the small domestic or industrial buyers, is unique.

18
In the electric power and. light industry, the small domestic or
industrial buyers are directly dependent upon a particualr company for
electrical service.

These consumers cannot afford to generate their own

electrical energy; neither can they make a practical substitution.

Regu

lation of public utilities does not rest solely upon the necessity of the
service for the welfare of the consumer and of the community, but also
upon the direct relationship of dependence of the consumers upon a partiC'
ular source of supply.

This dependence places consumers in a position of

possible exploitation by private managers through exorbitant charges,
discriminatory pricing, and inadequate standards of service.

Regulation

seeks to prevent tactics of this sort.
The final authority as to the industries that shall be included
in the public utility category rests with the legislators and the courts,
the Supreme Court being the final legal a u t h o r i t y . T h e Court considers
all of the relevant facts, including economic and social conditions, and
then exercises its judgment.

In short, the status of a public utility is

imposed upon an industry when the management of the companies cannot be
trusted with the distribution and pricing of commodities or services. D
Once the status of a public utility is imposed upon an industry
by a legislature and upheld by the Court, the activities of the companies
are subjected to public regulation.

The process of regulation has been

one of evolution— more and more of the activities of the various public
utility firms have been encompassed by regulations on the local, state,
and federal levels of government.

^Troxel, oj>. cit., p. 1+7•
P^

Ibid., p. 48.

CHAPTER III
LOCAL, STATE, AND FEDERAL REGULATION

The first pronouncement by the Supreme Court on the concept of
a public utility was in the Munn v. Illinois decision in l & J J The
question in this case was whether the state of Illinois had the power
to regulate the charges for grain stored in warehouses.

Pursuant to

grain elevators being designated public warehouses by the Illinois Con
stitution of 1870, the legislature adopted a statute prescribing the
maximum rate to be charged by grain elevators.

The owners of the grain

elevators contended the provisions of the statute amounted to the talcing
of private property without due process of law as provided for in the
Fourteenth Amendment to the Constitution of the United States.

The

State maintained the statute was an exercise of its police power in
providing for the general welfare of the people of the State.

Among

the factors considered by the Court were the pricing practices and the
economic position of the grain elevators in relation to the farmers
ana the villages.

Establishing a precedent, the majority opinion of

the Court held the grain elevators were "affected with a public interest,
and hence, subject to public control.

Thus, the proposition was estab

lished that a state, under its police power, has the right to regulate
any business in which the public has an essential interest.

IMunn v. Illinois, 9^ U.S. 113 (1077).
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The Munn v. Illinois case is usually cited as the beginning of
public utility regulation in the United States; however, as early as 1784
the lawmakers of Massachusetts considered regulatory provisions in incorporating a bridge company.

p

Municipalities and state governments had been

seeking satisfactory solutions to the regulatory problems for almost a
hundred years prior to the birth of the electric power and light industry.
Nevertheless, the appearance of a new public utility on the scene of the
American economy created additional regulatory duties for governmental
bodies.
Historically, regulation of electric utilities as well as other
utilities has largely been on an experimental basis.
brought forth new control devices.

New problems have

Successful regulatory measures have

been widely copied whereas unsuccessful ones have been discarded.

The

present regulatory process in the electric power and light industry is
an outgrowth of attempts by local, state, and the federal governments
to effect an adequate regulatory pattern.

The historical development

of regulation in the electrical industry will now be examined.

Local Regulation
Although state regulation of public utilities had been upheld
by the Supreme Court in 1877, attempts at regulation of the electric
power and light utilities prior to 1900 were made by local

authorities.3

Before 1900 the electrical utilities were local enterprises, and suppos
edly local control would be more effective then state regulation.

^Dorau, op. cit., p. 2 83 .
^William E. Mosher, editor, Electrical Utilities (New York:
Harper and Brothers Publishers, 1929 ), p. 5*

In
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addition, due to the home-rule movement, the state legislatures delegated
the control of franchises to local governments.

k

A method for local

control had been provided.
Regulation of the utilities was accomplished by means of provi
sions embodied in the franchise agreements.

A franchise is a right to

occupy a market, and also entitles the holder of the franchise to use
streets or other public property necessary for the distribution of the
utility service.

The term of the franchise may be indefinite or for a

certain number of years.
The regulatory provisions commonly found in the early franchise
contracts concerned standards of service and rates.^

it was customary

for the franchise to contain provisions fixing the maximum rates which
the utility could charge during the term of the contract.

If the fran

chise specified only that the rates should be reasonable, the public
officials were forced to negotiate with the superior staffs of the
utilities.
Municipalities rarely had reliable factual information concern
ing financial or accounting matters.

Franchises did not provide for

control of security issues, dividends, expenditures, or the system of
accounting.

The public officials were neither trained in the regulation

of utilities, nor were adequate funds available for sound regulation.
The weaknesses of local regulation were apparent by 1900.

Many

of the utilities had ceased to be local concerns, but rendered service
to several cities.

The franchise proved to be too rigid to be used as

^Troxel, oj>. cit., p. 50*
^Mosher, o£. cit., p. 3»
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a regulatory tool.

Demand and cost conditions are subject to change, and

the stipulated rate in the franchise could cease to be realistic to either
the utility or the consumer before the franchise expired.

Added to all of

the inherent weaknesses of local regulation was the graft and corruption
on the part of local officials in the granting of franchises.^
The regulatory authority has almost completely passed from the
local level to the state level.

By 1959> only five states had failed to

delegate regulatory powers over electrical utilities to state

commissions.^

Local authorities in those states which have created regulatory commissions
still have some element of control.

In Louisiana, the City of New Orleans

has sole jurisdiction over the electric utility servicing the city.

Other

municipalities possess the power to determine by municipal ordinance the
quality and character of service, or to require a utility to make additions
O
or extensions to its property.
Municipalities also continue to grant
franchises to utilities for the use of streets or other public property.
However, in mo3t states, the supervision of rates and charges is entrusted
exclusively to commissions.

State Regulation
The inability of local authorities to act as an effective regu
lator of electric and other utilities caused the state legislatures to
shift gradually the regulatory authority from municipalities to state
commissions.

Regulation on a state level was originally used about the

c
Troxel, oj>. cit., pp. 52-53*
^Porter, oj>. cit., p. al50. The five states are Iowa, Minnesota,
Nebraska (All electric utilities are publicly owned.), South Dakota, and
Texas.
^Barnes, oj>. cit., p. 195*
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middle of the nineteenth century in connection with the railroad industry;
now the jurisdiction of state commissions was being extended to include
the electric, gas, telephone, water, and local transportation industries.
Although the state of Massachusetts delegated regulatory power over gas
and electric utilities to a state commission in 1885 , most state regula
tion of electrical utilities began after 1900.9
These commissions, known variously as railroad, public utility,
or public service commissions, are usually independent of other branches
of state government, subject only to judicial review of their decisions.
Not wanting to involve regulation with partisan politics and unable to
devise specific principles of regulation, the state legislatures created
the independent commissions and delegated broad regulatory powers over
specific utilities to the commissions.
Since the power of a commission is derived from the legislature,
the commission has actually been called an "arm of the legislature."'1'^
It is the function of these commissions to interpret and apply the dele
gated powers.

In general, the changes made in the organization, powers,

and duties of the state commissions since 1900 have operated to increase
their authority and extend their jurisdiction.
The scope of commission regulation varies among the several
states, but ordinarily regulation of electric utilities by the state
commission begins with the inception of the utility organization.

In a

majority of states, the utility is required to obtain a certificate of

^Troxel, op. cit., p. 70*
^Legislative Research Commission, Commonwealth of Kentucky,
Public Utilities Regulatory Bodies (Frankfort, Kentucky: Legislative
Research Commission, 1958), p. 35*
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public convenience and necessity from the commission prior to the begin
ning of operations.^

As was true of the earlier municipal franchises,

the purpose of a certificate of convenience and necessity is to prevent
or limit competition.

Upon being granted one of these certificates, a

utility company is assigned a geographic service area.
Since the essence of regulation is control over rates, all of the
commissions have been delegated authority over rates of electrical utili
ties.

Limitation of rates involves the limitation of earning power and

thus the problem of confiscation of private property arises.

The courts

have held that a utility is entitled to a "fair return" on a fair valuation of the property used and useful in rendering a public service.

12

The fair return is calculated by multiplying a fair rate of return (a
percentage) times the fair value of the property (the rate base).

The

fair value of the property has created much more of a legal controversy
than the fair rate of return.

Some states prescribe a specific rate of

return, or specify a range such as from 5 to 8$, although the majority
of the states leaves the determination of the rate of return to the
discretion of the regulatory commissions.
The crux of effective rate control boils down to the theories
and methods followed in determining the rate base.

The short history of

commission regulation In the United States has witnessed the development

■^Moody's Investors Service maintains a current description of
the special authority required in the various states prior to commence
ment of operations of a privately owned electric company. For a stateby-state description of the special authority required as of June 1,
1959, see the Moody's Public Utility Manual, 19&0, p. al53. Unless
otherwise indicated, the scope of commission authority as discussed in
this paper is based upon the information collected and presented by
Moody'3 Investors Service.
Smyth v. Ames, 169 U. S. k66 (1898 ).
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of various theories of property valuation.

The fair-value doctrine as

introduced by the famous Smyth v. Ames decision in 1898 was the consti
tutional guide until the Hope Natural Gas decision in 19^-*^
According to the fair-value doctrine, the Court held that con
sideration must be given to a number of factors including
. . . the original cost of construction, the amount
expended in permanent improvements, the amount and
market value of its bonds and stocks, the present as
compared with the original cost of construction, the
probable earning capacity of the property under par
ticular rates prescribed by statutes, and the sum
required to meet operating expenses . . .
The Court neither specified the weight to be given any of these factors,
nor excluded other matters from consideration.

However, in subsequent

decisions, attention has usually been devoted to original cost or repro
duction cost.
Following the 5myth v. Ames case, original cost was used to
refer to the investment that a company had made in its property.

lU

A second meaning is now attached to original cost in utility regulation.
In 1931> the Wisconsin Commission defined original cost as the cost of
15
the property when first devoted to public service. '

The objective of

the Wisconsin Commission in adopting this concept of original cost was
to reduce the inflated assets of utilities brought about by mergers and
consolidations or plain arbitrary writeups.

The second interpretation

“^Federal Power Commission v. Hope Natural Gas Company, 320
U. S. 591 (19 ^ ) .
lU

Notice that this concept of original cost denotes historical
cost as the term is generally used by accountants. In regulatory
accounting, however, historical cost refers to an estimated or imputed
cost of property.
15

Foster and Rodey, oj>. cit., p. 293.

26
of original cost has been widely accepted by commissions and has greatly
influenced public utility accounting.

Consideration will be given to

the accounting aspects of original cost in the following chapters.
Another theory of property valuation based on a cost standard
is known as the prudent investment valuation.

According to this method,

the value of the property to be included in the rate base should be
established by deducting the amount of the unwise or fraudulent invest
ments in property items from the original cost (either cost to the first
owner or the present owner of the utility property) of the property used
and useful in rendering a public service.
The reproduction cost of utility property has usually been inter
preted to refer to the cost of reproducing an identical or substantially
identical plant under present conditions and with the use of modern

16

methods.

Resort has generally been made to engineering appraisals of

the property, although index numbers have been used by some commissions.
One finds many differences in the valuation of property for
rate purposes among the several states.

In five states the commission

considers the prudent investment standard; commissions in four states
consider the reproduction cost; commissions in thirteen states consider
the fair-value doctrine; and commissions in twenty-two states consider
some interpretation of original cost.

In many of the states, a combi

nation of two or more methods or a variation of particular methods may
be used by the commission.

In seven states no particular one of these

methods is prescribed; thus the method used may be discretionary with
the commission.
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The courts have repeatedly declined to establish more specific
principles of property valuation for rate-making purposes.

In 1913# in

the Minnesota Rate Cases the Supreme Court said that the determination
of property value

. . i s not a matter of formulas, but there must be

a reasonable judgment, having its basis in a proper consideration of all
relevant f a c t s . I n the same decision, the Court maintained that ratemaking was a legislative function.

The position of the Court under the

fair-value doctrine was only to determine whether the rates established
by a commission permitted the utility to earn a fair return on a fair
value, whatever that meant.

The utilities can appeal to the courts for

relief upon receiving an unfavorable decision from a commission.

The

appeal of decisions to the courts increases the cost of commission regu
lation, and has caused commissions to be more moderate in handing down
decisions.
A new era in public utility regulation is generally considered
to have begun with the Hope Natural Gas decision in 19^.

Apparently

abandoning the fair-value doctrine, the Court announced a new doctrine
of "end r e s u l t . f a i r

return on fair value was replaced by a

concept of "just and reasonable earnings."

Again, the Court said com

missions did not have to use any single formula or combination of
formulas in determining rates, but could make pragmatic adjustments as
were necessary.

The impact of the rate order on the operations of the

company became the important thing, not the technicalities of the

•^Simpson v. Shepard, 230 U. S. 352, ^3^ (1913)*
O
Troxel, op. cit., p. 217.
^Martin G. Glaeser, Public Utilities in American Capitalism
(New York: The Macmillan Company, 1957), P» 3^+2•

28
method of property valuation employed by the commission.

The purpose of

judicial reviev under the nev ruling is only to determine whether the
total effect of a rate order enables the utility to receive "just and
reasonable earnings."

The result of this decision was to increase the

rate-making authority of commissions, and to reduce somewhat the fear of
judicial reversal of their decisions.
Under the "end result" doctrine, the emphasis on the financial
record of the enterprise centers on the liability side of the balance
sheet.

The Court, looking primarily at the financial history of a com

pany, considers the market position, credit standing, financial obliga
tions, and past dividends.

The ability to attract the necessary debt

and equity capital is paramount.
Although most state commissions still base rate decisions on
some method of property valuation, the long legal controversy over
property valuation for rate purposes has been considerably reduced by
the impact of the Hope decision.

Later decisions also reflect the

importance of the financial integrity of the utility firm in the eyes
of the members of the Supreme Court.

20

Regulation of rates, however, would be meaningless without
regulation of the standards of service.

The right to establish service

standards including the right to order extensions or the right to deny
the abandonment of service has been entrusted to commissions.
The authority of state commissions extends to the supervision
of the accounting practices of the utility company.

Only by control

over the accounting practices would the commissions have access to

OA

Ibid., pp. 3IA-4 5 .
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reliable data concerning costs, revenues, and property values.

All

commissions have prescribed the use of some type of uniform system of
accounts for electric utilities on a state-wide basis.

Control of

accounting practices also commonly extends to control over the method
of computing depreciation; in many states the rate of depreciation is
prescribed.
Commissions require the utilities to submit periodic reports,
and in a majority of the states the commission has the statutory power
to call for special reports in connection with investigations.

The

legislatures in only two states have denied the commission the authority
to regulate the issuance of new securities.

The more aggressive state

commissions also control the leasing, merging, and consolidation of
utility properties.
The statutory power of state commissions may be briefly summa
rized as follows:

(l) control over rates, (2) maintenance of standards

of service, (3) supervision of financial policies, and (4) control
over accounting.

Of course, the authority vested in the state commis

sions varies considerably.

Some states, for example, Massachusetts,

Wisconsin, and New York, have been leaders in the field of commission
regulation of utilities.

Other states have acted, though slowly at

times, to adopt regulatory measures proved effective in use.
The commission form of regulation was an original development
of the United States.
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Many criticisms have been levied at the commis

sion system of regulation, a major one being the functions of a commis
sion are contrary to the system of government in this country.

21

Since

George A. Graham and Henry Reining, Jr., editors, Regulatory
Administration (New York: John Wiley & Sons, Inc., 19^3); P» 130*
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commissions have the authority to conduct investigations, hold hearings,
and render decisions, critics maintain commissions perform the functions
of the executive, legislative, and judicial branches of government.

This

stricture is valid; however, the objections to the commission's acting as
both prosecutor and judge in rate cases are partially offset by the prin
ciple of judicial review.

The superiority of the combination of functions

is undoubtedly supported by the failure of the various states to devise
a better system of regulation.
Nevertheless, improvements need to be made in the composition
and administrative procedures of regulatory commissions in many states.
The weakness of commission regulation in certain states is due to the
organizational deficiencies.

22

Some of these deficiencies are unquali

fied commissioners, short tenure of office for commissioners, inadequate
personnel, lack of funds, and partisan politics.
The administrative procedure of commissions has also been a
subject of criticism.

One of the major weaknesses of the less aggres

sive commissions is the lack of initiative in starting proceedings for
a reduction of rates.

Commissions of this type await action until

complaints are received from customers or communities.

If statutory

power is available to initiate investigations, such action reflects on
the sincerity of the commissioners as public servants.
Qualified commissioners, competent and adequate staff personnel,
and adequate funds together with the required statutory power are neces
sary for sound regulation by commissions.

22
Troxel, o£. cit., p. 87.
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State regulation of electric utilities was supplemented byregulation on a national level in the early decades of the twentieth
century.

Among the factors responsible for the federal government's

becoming a regulator of electric utilities were the construction of
hydroelectric power dams, the increasingly interstate character of the
industry, undesirable practices of holding companies, and inadequate or
nonexistent regulation in a number of states.

With the coming of the

New Dealism in 1933 and the liberalism thereafter, the role of the
federal government has become extremely important in the realm of elec
tric utility regulation.

Federal Regulation
The federal government originally became a regulator in the
electric industry as a controller of the water resources of the United
States.

Congressional authority was necessary prior to 1920 before a

company or municipality could build a hydroelectric power dam on a
navigable stream.

In 1920, the Federal Power Commission composed of the

Secretaries of War, Interior, and Agriculture was established by Congress
with supervisory power over the development of water-power resources.
Upon granting a license authorizing the construction of a hydro
electric dam, the commission requires the licensees to agree to abide
by the regulatory measures of the state in which the dam is located.
In the absence of adequate state regulation, the commission is authorized
to regulate the rates, securities, and services of the licensee until
state regulation is provided. J

^^pederal Power Commission, Federal Power Act (Washington:
U. 5. Government Printing Office, 1959)'> Part I, Section 19, p. 19*
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Although the power remained essentially the same, an independent
commission consisting of five full-time members was created in 1930 *
Sweeping changes, however, were made in the authority of the Federal
Power Commission with the passage of the Public Utility Act of 1935*
First, electric utilities operating in interstate commerce were placed
under the jurisdiction of the Federal Power Commission.

The commission

was subsequently empowered to regulate the rates, earnings, financial
transactions, and accounting practices of electric companies that operated in interstate commerce.

2k

Again, federal regulation was extended only to those matters
which were not subject to regulation by states.

A serious gap had

existed in the regulation of electric utilities since 1927 when the
Supreme Court refused to permit the State of Rhode Island to regulate
25
the price of electricity sent out of the state. '

The authority of the

Federal Power Commission to fix reasonable and nondiscriminatory rates
for the sale of electrical energy at wholesale in interstate commerce
has closed this regulatory gap.

The powers of the Federal Power Com

mission are similar in most respects to those of the more progressive
state commissions, except that the commission has no authority to regu
late the retail rates to consumers.

However, regulation of wholesale

rates in interstate commerce has an indirect effect on consumer prices.
The Public Utility Act of 1935 also placed the public utility
holding companies under the jurisdiction of the Securities and Exchange
Commission.

2k

Investigations in the 1920's by the Federal Trade Commission

Ibid., Part II, pp. 26-37*

^ Public Utilities Commission v. The Attleboro Company, 273
U. 3. 83 (1927).
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revealed, the abuses of holding companies; a major abuse of electric
holding companies was to provide services in engineering, management,
and the like to subsidiary companies, and to impose charges which were
wholly unrelated to the value of the services rendered.

State commis

sions even admitted federal regulation was necessary to correct the
problem of holding companies.

26

In order to exercise better control

over the financial activities of the holding companies, the Securities
and Exchange Commission is authorized to prescribe accounting practices
and systems for companies under its jurisdiction.

The broad authority

of the Securities and Exchange Commission in the issuance of securities
and in the operations of holding companies makes the commission an
important regulator in the electrical industry.
Regulation of the electrical industry has been greatly enhanced
by the federal commissions.

The Federal Power Commission has proved to

be an able regulator, and has been eager to assist the state commissions
with their regulatory problems.

27

Congress wants cooperation between

the federal and state agencies, and even permits the Federal Power Com
mission to assemble information for state commissions, or to lend
employees to them.
In addition to control over interstate movement of electrical
energy, the Federal Power Commission has provided leadership on problems
common to state and federal control of electric utilities.

One of these

problems has most certainly been the accounting methodology of electric
utilities.

26

Troxel, o£. cit., p. 1 0 7 .
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1Ibid., p. 111.

CHAPTER IV
THE UNIFORM SYSTEM OF ACCOUNTS

The utilitarian nature of accounting is universally recognized
in the accounting profession.

With respect to business enterprise in

general, accounting information is used by management, creditors, cus
tomers, labor groups, and other parties interested in the financial
condition or operations of a business entity.

In the regulated indus

tries, the use of accounting data as a tool for regulatory purposes
has placed an additional burden on the profession of accounting.

Infor

mation contained in the general-purpose financial statements prepared
from the books of account of public utilities proved to be helpful to
the regulatory commissioners in the discharge of their duties.

Com

missions soon realized, however, that in order to have access to
reliable financial information covering the financial activities of
a public utility, control had to be extended over the accounting
system.

Accounting control by commissions in the regulated industries

has taken the form of prescribing systems of accounts and setting forth
detailed instructions for recording transactions and preparing financial
statements.
The purpose of this and the next two chapters is to examine the
system of accounts prescribed for electric utilities with attention
devoted primarily to the unique characteristics of prescribed accounting.
As a basis for evaluation, prevailing accounting practices in the
3^
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electric utilities are compared with accounting practices of non-regulated
industries.

The objectives of this comparison are as follows: (l) to

deteimine the differences between prescribed accounting and "generally
accepted principles of accounting," and (2) to resolve whether these dif
ferences are warranted due to the special function of accounting in a
regulated industry.

Some of these variances are studied from a managerial

viewpoint whereas others are considered from the position of a stock
holder, creditor, labor union, or other user of the financial statements.
But thought must first be given to the applicability of generally accepted
accounting principles to regulated industries.

Generally Accepted Accounting Principles
One of the perplexing problems presently confronting the account
ing profession is the meaning of the term "generally accepted accounting
principles," the standard to which prescribed accounting is compared in
this paper.

Reference is made to generally accepted accounting princi

ples throughout accounting literature, and the term is incorporated in
the short-form report rendered by public accountants upon certifying
financial statements.

In addition to issuing opinions or recommendations

covering specific accounting problems, the American Institute of Certified
Public Accountants (AICPA) has formulated certain auditing standards to
be used as guides by certified public accountants in the performance of
an audit engagement.^

Among the standards of reporting is the requirement

^"American Institute of Accountants, Codification of Statements
on Auditing Procedure (New York: American Institute of Accountants,
1 9 5 1 ), p. 10. Note: On June 1, 1957> the name of the American Insti
tute of Accountants (AIA) was changed to the American Institute of
Certified Public Accountants (AICPA). The American Institute of Certi
fied Public Accountants will be designated as the AICPA henceforth in
this paper.
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that the auditor's report must state that the financial statements are
presented in accordance with generally accepted accounting principles.
Also, Rule 5(e) of the AICPA's Rules of Professional Conduct provides
that material departures from generally accepted principles of accounting be disclosed in the auditor's report.

2

The regulations of the

Securities and Exchange Commission contain similar requirements.

Never

theless, to date there has not been a clear and concise statement of
these generally accepted accounting principles.

The question has even

been debated as to whether such a statement can be formulated.

Cur

rently the research activities of the AICPA are focused on the develop
ment of basic postulates or concepts underlying accounting.

Once these

postulates or concepts are established, it is anticipated that a statement of principles can then be developed.

For purposes of this study,

generally accepted principles of accounting can only be interpreted to
mean sound accounting practices which have received widespread use in
business.

Due to their logic or usefulness, certain practices have not

only been generally accepted, but also have received authoritative
recognition by professional organizations.

Such practices constitute

what is referred to in the accounting profession as generally accepted
principles of accounting.

2
American Institute of Certified Public Accountants, Rules of
Professional Conduct (As Revised December 19> 1950; New York: American
Institute of Certified Public Accountants, 195^)*
United States Securities and Exchange Commission, Regulation
S-X (Washington: United States Government Printing Office, 1956), p. 3*
1l
„
Special Committee on Research Program, Report to Council of
the Special Committee on Research Program," The Journal of Accountancy,
CVI (December, 1958), 6 3 .
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The problem of generally accepted principles of accounting becomes
especially troublesome in certain areas of accounting theory where alter
native practices or methods have received widespread usage and have been
proclaimed acceptable by the AICPA.

The complexity of this problem can

be illustrated by reference to the acceptable methods for the valuation
of inventory or the depreciation of plant and equipment items.

The se

lection of the accounting principles to be employed by a business entity
has a significant effect upon the determination of the net income, and
correspondingly, influences the total valuation of assets and equities.
Although the AICPA has cautioned against undue reliance upon a single
net income figure, it has become increasingly difficult for a reader of
an accounting statement to form sound conclusions regarding the financial
condition or operations of a business enterprise.
The question has arisen in accounting circles concerning the
application of generally accepted accounting principles to the regulated
industries.

The late George 0. May stated". . . it is now (January,

1958 ) clearly established that the regulatory commissions are not bound
by principles accepted outside the regulated area, nor are unregulated
industries bound by those of the public service commissions."^

But

Walter R. Staub is of the opinion that pronouncements of the AICPA cover
regulated as well as non-regulated industries.^

Special consideration

has been given to regulated industries in some of the opinions or

k

George 0. May, "Generally Accepted Principles of Accounting,"
The Journal of Accountancy, CV (January, 1958)# 24.

6

Walter R. Staub, "Inherent Weaknesses in Present Day Public
Utility Accounting," (Paper presented at the annual meeting of the
AICPA in Philadelphia on September 28, i9 6 0 ).
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recommendations issued by the AICPA; however, unless otherwise indicated,
apparently the pronouncements of the AICPA apply equally to regulated
and non-regulated industries.

Support for this position is found in a

statement made in Bulletin h3 issued by the AICPA in 1953*

In part, the

statement reads " . . .

opinions and recommendations are directed primarQ
ily to business enterprises organized for profit."
Exceptions are made

only in the case of non-profit institutions, municipalities, professional
firms, and the like.
Suggestions have also been made that, in the case of regulated
industries, the report accompanying certified financial statements should
state that the financial statements are presented in accordance with
"principles of accounting imposed by regulatory authority or otherwise
accepted" rather than the standard phrase "generally accepted accounting
principles."^

Accounting Series Release No. 7 of the Securities and

Exchange Commission lists commonly cited deficiencies in financial state
ments filed under the Securities Act of 1933 and the Securities Exchange
Act of 1 9 3 ^ . One of these deficiencies clarifies the position of the

7

American Institute of Certified Public Accountants, Accounting
Research Bulletin No. 41 (Revised) New York: American Institute of
Certified Public Accountants, 1958)> P* 3-A.

8American

Institute of Certified Public Accountants, Accounting
Research Bulletin No. 43, Restatement and Revision of Accounting Research
Bulletins (New York: American Institute of Certified Public Accountants,
1953), P. 8.
^May, o£. cit., p. 2 7 . See also Arthur Andersen & Co., Account
ing and Reporting Problems of the Accounting Profession (Chicago: Arthur
Andersen & Co., i9 6 0 ), pp. 101-106.
■^United States Securities and Exchange Commission, Accounting
Series Releases (Washington: United States Government Printing Office,
1956), pp. 7 -1 3 .
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Securities and Exchange Commission in regard to the application of
generally accepted accounting principles to the regulated industries.
The deficiency is as follows:
Certifying that the accounting principles followed by
the registrant are in accordance with the system of
accounts prescribed by a State regulatory body, or in
a particular industry, but without indicating whether
the practice of the registrant is in accordance with
generally accepted accounting principles and procedures.
The Committee on Auditing Procedure of the AICPA is presently consider
ing the form of the auditor's report to be issued with respect to state'
ments of regulated industries.
In attempting to formulate the basic postulates and principles
of accounting, the research staff of the AICPA is seeking to narrow the
areas of differences in accounting practices and thus achieve more uni
formity among the accounting and reporting practices of the various
companies.

This goal has been the objective of the AICPA since the

1930's, but there is renewed hope due to a new philosophy of accounting
research.

The AICPA in the past has sought answers only to specific

problems; now an Accounting Principles Board has been organized whose
function is to determine the basic theory of accounting.

With the

increased emphasis on uniformity among industries, it was surprising to
read an article by the Chairman of the new Accounting Principles Board
which appeared in The Journal of Accountancy.

The author, Mr. Weldon

Powell, writes as follows:
The matter of alternatives . . . is especially pertinent in
regulated industry— electric, gas, telephone, and water utili
ties, railroads, airlines, insurance companies, etc. Here the
profession unquestionably should put forth a continuing effort

^ Ibid., p. 8.

. . . looking toward, the elimination, or at least the minimi
zation, of important differences between the accounting practices
required or permitted by regulatory authorities and those followed
in industry generally. Meanwhile, in my view, the profession
should recognize that many Federal, state, and local commissions
have the authority and the duty to prescribe the accounting
practices to be followed by the companies subject to their juris
diction; that some important differences exist between accounting
requirements prescribed by them and accounting principles other
wise generally accepted, and in fact, between the accounting
requirements of the various commissions themselves, primarily
because the accounting systems of the commissions are designed
with a view to their use in rate making; and that nothing but
confusion is likely to result if independent certified public
accountants insist on reporting the financial statements of
regulated companies in the light of accounting principles fol
lowed by other companies. Until we are able to effect consider
ably greater consistency in accounting principles generally, in
my judgment, the profession should either avoid the use of the
expression "generally accepted accounting principles" in opinions
on regulated industry, or develop a form of opinion which will
give this expression meaningful context.-1-^
Although Mr. Powell appears to accept or possibly advocate dual
standards of reporting for regulated and non-regulated industries, there
are accountants who strongly urge the application of a single set of
accounting principles to all industries.

Commenting on the above quo

tation, Mr. Richard W. Walker, partner in charge of utilities in the
Chicago office of Arthur Andersen & Co., a national public accounting
firm, said, "I not only do not agree with this view, I think it is dead
wrong.

Mr. Walter R. Staub is also of the opinion public utilities

should be subject to the accounting principles followed by industry

Weldon Powell, "The Challenge to Research," The Journal of
Accountancy, CIX (February, i9 6 0 ), 39-1*0* Quoted by permission of the
author and The Journal of Accountancy.
^^Richard W. Walker, "Road Blocks to Price-Level Depreciation,"
(Speech before the Depreciation, Plant Accounting, Property Records and
Taxation Committees, National Conference of Electric and Gas Utility
Accountants in New York City on April 26, i9 6 0 ).
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generally, and states the great majority of the companies do not wish
to be considered "a special breed of cat."

14

On the same subject, the

controller, a certified public accountant, of a large electric utility
had this to say:
. . it is my opinion that the accounting principles
underlying financial, statements of regulated public
utilities are fundamentally the same as those under
lying the financial statements of non-regulated enter
prises. Also, that such accounting principles apply
to regulated and non-regulated enterprises."
The same feeling was expressed by the majority of the executives
contacted in this study.
Undoubtedly the preponderance of opinion among both public
and private accountants interested in regulated industries favor the
application, at least in theory, of generally accepted accounting
principles to the regulated industries.

From a utilitarian viewpoint,

it would certainly be beneficial to investors if the same accounting
principles were applied to all industries.

Comparability of financial

statements and other financial data among companies of various indus
tries would be greatly improved.

As public utilities and non-regulated

industries must compete in the same money markets for necessary capital,
the use of generally accepted accounting principles in the regulated
industries would place the sale of securities of all businesses on the
same footing.
In practice, however, there are major differences in the account
ing principles followed by regulated industries and those followed by
other industries.

Financial statements of regulated industries have

been certified by national accounting firms without disclosing material

14

Staub, loc. cit.
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departures from generally accepted accounting principles.

Such practice

has been held not to be in violation of Rule 5(e) of the Rules of Pro
fessional Conduct which requires disclosure of material departures from
15
generally accepted accounting principles. '

The justification for thxs

position by the AICPA rests on a strong presumption that prescribed
practices constitute generally accepted accounting principles in that
industry.

Also, as the AICPA has not issued an opinion regarding the

auditor's report for regulated industries, the validity of reporting in
accordance with prescribed accounting must rest on general use and
acceptance.

The Committee on Professional Ethics of the AICPA reports

the practice of reporting on financial statements in terms of prescribed
accounting principles appears to be widespread in the regulated industries.
The principal differences in prescribed accounting and generally
accepted accounting principles no doubt stem from the rate-making policies
of regulatory commissions.

The prescribed systems of accounts as de

signed by regulatory commissions are oriented towards the use of the
financial statements in rate-making.

It is interesting to note that

many of the prescribed systems were first set forth in the latter part
of the nineteenth century and the early part of the twentieth century,
prior to the development of accounting thought in this country.
The contribution of the utilities in the evolution of accounting
theory has been most significant.

Some of the legal milestones of the

accounting profession have concerned utility companies.

15

In the famed

Arthur Andersen & Co., Accounting and Reporting Problems of
the Accounting Profession, p. 102.
•I

Ibid., p. 103.

*l6

AICPA injunction case, three electric companies sought an injunction to
prohibit the AICPA from rendering an opinion regarding the proper treat17
ment of deferred income taxes. 1

The development of accounting thought

in regard to depreciation accounting received impetus from the accounting practices of utility companies.

1ft

In certain respects, utility

accounting is sounder theoretically than industrial accounting.

A good

example of this is the capitalization of interest during a period of
construction, a common practice in the public utility field, but a
practice objected to on theoretical grounds by many accountants."^
Perhaps furtherance of accounting principles would result from a com
plete unification of accounting principles of the various industries.

Development of Prescribed Accounting for Electric Utilities
The first attempt to achieve some degree of uniformity among
the accounting systems of electric companies on a national level was
made by the National Electric Light Association (NELA) in 191^.^
Several of the state commissions had prescribed diverse systems by this

17

For a complete documentation of the facts in this case, see
Arthur Andersen & Co., The AICPA Injunction Case (Chicago: Arthur
Andersen & Company, 196o X»
•jO

American Institute of Certified Public Accountants, Accounting
Terminology Bulletin No. 1, Review and Resume (New York: American
Institute of Certified Public Accountants, 1953) , PP» 20-25.
"^Carman G. Blough, editor, "Capitalization of Interest During
Construction," The Journal of Accountancy, CX (October, i9 6 0 ), 80.
20

For an interesting discussion of the history of the movement
towards uniformity, see Robert D. Baum, The Federal Power Commission
and 3tate Utility Regulation (Washington: American Council on Public
Affairs, 19^2), pp. 135 -173 .

time, and a company subject to the jurisidction of more than one state
was forced to keep separate books for each state.

The work of the NELA

was little more than a standard classification of accounts, being designed
for business and not regulatory purposes.

21

Shortly thereafter, the

efforts of the MELA were strengthened by the assistance of the National
Association of Railroad and Utility Commissioners (NAKUC).

The result

of this union was the adoption of a uniform system of accounts in 1920
which incorporated many of the regulatory features recommended by the
commissioners.
The passage of the Federal Water Power Act in 1920 creating the
Federal Power Commission brought increased action to achieve uniformity.
However, from 1920 to 1936, there were basic disagreements between the
NARUC and the Federal Power Commission.

The NAKUC system left many

items to the discretion of management and favored the retirement reserve method of accounting for fixed assets.

22

The Federal Power

Commission which at that time exercised control only over hydroelectric
projects adopted a more rigid system with depreciation accounting
mandatory.

As the Federal Power Commission has the statutory power to

"recapture" licensed projects at the end of a fifty-year license period
hy paying the net investment, it was necessary for the Federal Power
Commission's system to be specific in the determination of original
cost and the accrual of depreciation.

2 lIbid., p. 140.
22

Ibid., p. 138.

23 Ibid., p. 1 3 6 .

23

k5

The extension of the jurisdiction of the Federal Power Commission
to interstate sales of electrical energy in 1935 increased the needs for
uniformity.

Cooperation between the Federal Power Commission and the

NARUC together 'with a change in thinking of the NAKUC concerning depre
ciation accounting enabled the two groups to adopt uniform systems substantially the same that became effective on January 1, 1937*

2k

The

movement towards uniformity was rolling.
Although the uniform systems are modified when changes are
desirable, the NAKUC adopted a revised system in 1958 and was followed
by the Federal Power Commission in i9 6 0 .

Active consideration was

given to the revised systems over a ten-year period by the Federal Power
Commission, the NARUC, industry representatives, public accounting firms,
and others.

25

By 1959 the vast majority of the states had adopted the

system of accounts of the Federal Power Commission or the NAKUC; only
nine states continued to use a slightly modified state system.

These

systems are practically identical in content and the variations of one
system from another are usually not significant.

Due to the extensive

jurisdiction of the Federal Power Commission, the system of accounts of
this commission which became effective on January 1, 1961 , will be
discussed in this paper.

2k
25

Ibid., p. 155Federal Power Commission, Fortieth Annual Report, p. 38 .

^ When reference is made to a uniform system of accounts hence
forth in this paper, the prescribed accounts of the Federal Power
Commission is intended unless otherwise indicated.
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The Uniform System of Accounts of the Federal Power Commission
The Federal Power Commission has divided electric utilities and
licensees into four classes for the purpose of prescribing a uniform
system of accounts.

27

These classes are:

Class A.

Utilities having annual electric operating
revenues of $2 ,500,000 or more.

Class B.

Utilities having annual electric operating
revenues of $1 ,0 0 0 ,0 0 0 or more but less than
$2 ,500 ,0 0 0 .

Class C.

Utilities having annual electric operating
revenues of $1 5 0 ,0 0 0 or more but less than

$1 ,000,000.
Class D.

Utilities having annual electric operating
revenues of $2 5 ,0 0 0 or more but less than
$150 ,000 .

The same system of accounts applies to Class A and B utilities
which, as noted in the introduction to this paper, includes

of the

companies in the privately owned sector of the electric power and light
industry.

A simpler system differing only in the amount of detail is

available for the smaller companies.

The classification of a company

is determined by its average operating revenues for the past three
years; however, any company may elect to adopt the uniform system prescribed for any larger class of utilities.

28

The uniform system of accounts prescribed for electric utili
ties consists of four elements:

^Federal Power Commission, Uniform System of Accounts
Prescribed for Public Utilities and Licensees (Class A and b T ~
Washington: United States Government Printing Office, i9 6 0 ), p. 4.

28Loc. cit.
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1.
2.
3*

k.

Definitions
General Instructions
Balance Sheet Accounts
A. Electric Plant Accounts
B. Electric Plant Instructions
Income Accounts
A. Operating Revenue Accounts
B. Operation and Maintenance Expense Accounts
C. Operating Expense Instructions

Definitions: A list of thirty-three definitions is included in
the prescribed accounts for electric utilities.

The purpose of these

definitions is to reduce the possibility of confusion and misunderstand
ing between the commission and the utilities.

Certain accounting terms

have specialized meanings in utility accounting; for example, as applied
to electric plant, original cost means " . . . the cost of such property
to the person first devoting it to public service.
General Instructions:
included in this section.

,,29

Information covering various topics is

The companies are advised to keep adequate

records to support the entries in the books of account.

Detailed

instructions concerning transactions with associated companies and
accounting requirements for multiple plants or departments are included.
Finally, the companies are instructed to submit all doubtful items to
the commission for interpretation.
Balance Sheet Accounts: This part of the prescribed system
consists of a list of balance sheet accounts, a group of subaccounts
for a detailed classification of electric plant in service, and specific
instructions and descriptions for each account.

29

Ibid., p. 2.
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The general form and sequence of the accounts for statement
purposes is shown in Figure 1 on page k y .

One of the more apparent

differences between this sequence and the usual presentation of balance
sheet accounts is the location of the utility plant and capital accounts.
The utility plant accounts are shown first on the left side, and the
capital accounts occupy the dominant position on the right side of the
balance sheet in order to emphasize the importance of utility plant and
the methods of financing plant acquisitions.

Due to the sifnificance of

the working capital position in commercial and industrial enterprises,
the current assets and current liabilities are considered of primary
importance and commonly are placed in first position.
Each account in the uniform system is supported by a definition
and description of the types of transactions to be recorded therein.
The bases to be used in determining the amounts to be recorded in the
various accounts constitute a part of the prescribed system.

In general,

the cost concept is observed throughout electric utility accounting
except in the acquisition of an operating unit or system where regula
tory concepts require the division of the cost among two or more accounts.
This unique characteristic and other regulatory features of the pre
scribed system will be scrutinized in the following chapters.
The system of accounts which became effective on January 1, 1961 ,
contains many improvements over the system which had been in effect since

1937 * For example, under the old system reacquired stocks and bonds
were shown on the left side of the balance sheet simply because such
items fit the general title "Assets and Other Debits" of the left side
of the balance sheet.

Modern accounting thought supports the position

that only rarely should reacquired or treasury securities be shown as an

FIGURE I
BALANCE SHEET ACCOUNTS
3.

ASSETS AND OTHER DEBITS

1.

U t il it y

Plant

131

E lectric p la n t.
101
102
103
104
105
106
107

E lectric p la n t In service.
E lectric p la n t p u rc h a se d o r sold.
E lectric p la n t In process of reclassifi
catio n .
E lectric p la n t leased to o th e rs.
E lectric p la n t h e ld fo r f u tu r e use.
C om pleted c o n stru c tio n n o t classi
fied— E lectric.
C o n stru ctio n w ork in progress— Elec
tric.
A ccu m u lated p rovision fo r d e p re ciatio n
a n d a m o rtiz a tio n .

108
109
110
111
112
113
114
115
116
118
119

A ccu m u lated p ro v isio n fo r d e p re cia 
tio n of ele ctric p la n t in service.
A ccu m u lated p rovision fo r d e p re cia 
tio n o f eie ctric p la n t leased to
oth ers.
A ccu m u lated p rovision fo r d e p re cia 
tio n of electric p la n t h e ld fo r f u tu r e
use.
A ccu m u lated pro v isio n fo r a m o rtiz a 
tio n of e lectric p la n t in service.
A ccu m u lated pro v isio n fo r a m o rtiz a 
tio n of ele ctric p la n t leased to
o th e rs.
A ccu m u lated p ro v isio n fo r a m o rtiz a 
tio n of electric p la n t h e ld fo r f u tu r e
use.
E lectric p la n t a c q u isitio n a d ju stm e n ts .
A ccu m u lated pro v isio n fo r a m o rtiz a tio n
o f electric p la n t a c q u isitio n a d ju s t
m e n ts.
O th e r electric p la n t a d ju stm e n ts .
O th e r u tility p la n t.
A ccu m u lated pro v isio n for d e p re ciatio n
a n d a m o rtiz a tio n of o th e r u tility
p la n t.
2. O th er

121
122
123
124

P roperty

and

Investm ents

N o n u tility p ro p erty .
A ccu m u lated p rovision fo r d e p re ciatio n
a n d a m o rtiz a tio n of n o n u tility p ro p 
erty .
In v e s tm e n t in asso ciated com panies.
O th e r In v estm en ts.
S pecial fu n d s.

125
126
127
128

S in k in g fu n d s.
D ep reciatio n fu n d .
A m o rtiza tio n fu n d — Federal.
O th e r sp clal fu n d s.

Source:

Current

and

Special deposits.
132
133
134
135
136

In te re s t special deposits.
D ividend special deposits.
O th e r sp ecial d eposits.
W orking fu n d s.
T em porary c ash In v e stm e n ts.
N otes an i a c c o u n ts receivable.

141
142
143
144

145
146

N otes receivable.
C u sto m er a c c o u n ts receivable.
O th e r a cc o u n ts receivable.
A ccu m u lated provision for u n c o lle c ti
ble acc o u n ts— credit.
R eceivables fro m asso ciated com panies.
N otes receivable fro m associated com 
panies.
A ccounts receivable from associated
com panies.
M aterial a n d supplies.

F uel stock.
F uel sto ck expenses u n d is trib u te d .
R esiduals.
154
P la n t m a te ria ls an d o p e ra tin g s u p 
plies.
155
M erchandise.
156
O th e r m a te ria ls a n d supplies.
157
N uclear fu e l assem blies a n d com po
n e n ts — I n re a cto r.
158
N uclear fu e l assem blies a n d com po
nents-—Stock a cc o u n t.
159
N uclear b y p ro d u c t m ate ria ls.
163
Stores expense u n d is trib u te d .
165
P rep ay m en ts.
O th e r c u rre n t a n d accrued assets.
171
In te re s t a n d d iv idends receivable.
172
R en ts receivable.
173
A ccrued u tility revenues.
174
M iscellaneous c u rre n t a n d accrued
assets.
4. D e t e r r e d D e b i t s
181
U n am o rtized d e b t d isc o u n t a n d ex
pense.
182 E x tra o rd in a ry p ro p e rty losses.
O th e r d e fe rre d debits.
183
P relim in ary survey a n d In v e stig a tio n
charges.
184
C learing acco u n ts.
185
T em porary fa cilities.
186
M iscellaneous d e fe rre d debits.
151
152
153

Payables to associated com panies.

LIABILITIES AND OTHER CREDITS

Accrues Assets

5.

Cash.

P r o p r ie t a r y

C a p it a l

C om m on c a p ita l stock.
201
202
203

C om m on stock issued.
C om m on sto ck subscribed.
C om m on sto ck lia b ility for
sion.

233

N otes p ayable to associated
com 
panies.
A ccounts payable to associated com 
pan ies.
C ustom er deposits.
Taxes accrued.
In te re s t accrued.

234
co n v er

235
236
237

co n v er

238
239
240
241
242

O th e r c u rre n t a n d accrued lia b ilities.
D ividends declared.
M atu red lo n g -te rm d eb t.
M a tu red in te re s t.
Tax collections payable.
M iscellaneous c u rre n t an d accrued
liabilities.

251
252
253

U n a m o rtiz e d p re m iu m on d eb t.
C ustom er advances fo r c o n stru c tio n .
O th e r d e fe rre d cred its.

261
262
263
264
265

P ro p erty in su ra n c e reserve.
In ju rie s a n d dam ages reserve.
P ensions a n d benefits reserve.
A m o rtiza tio n reserve— F ederal.
M iscellaneous o p e ra tin g reserves.

P referre d c a p ita l stock.
204
205
206

P referre d sto ck issued.
P referre d sto ck subscribed.
P referre d sto ck lia b ility fo r
sion.
O th e r p a id -in c ap ital.

207
208
209
210
211
212
213
214
215
216
217

P rem iu m on c a p ita l stock.
D o n a tio n s received from s to ck h o ld 
ers.
R e d u c tio n in p a r or s ta te d value of
c a p ita l stock.
G ain on re sa le or c a n c e lla tio n of re 
a cq u ire d c a p ita l stock.
M iscellaneous p a id -in c ap ital.
In s ta llm e n ts received on c a p ita l stock.
D isco u n t on c a p ita l stock.
C ap ital sto ck expense.
A p p ro p riate d e arn ed surp lu s.
U n a p p ro p ria te d e arn ed su rp lu s.
R eacq u ired c a p ita l stock.
6. L o n g -T e r m

D ebt

B onds.
R ea c q u ire d bonds.
A dvances fro m associated com panies.
O th e r lo n g -te rm debt.
7.

231
232

Current

9.

10.

and

A ccrued

N otes payable.
A ccounts payable.

F e d e r a l P o w e r C o m m is s io n , U niform S y s te m o f A o o o u n ts P r e s o r lb e d for P u b lic U t i l i t i e s
T .j c e n s e e s
( C l a s s A and B ) . (W a sh in g to n : U n ite d 8 t a t e s G o v e rn m en t P r in tin g O f f i c e , 1 9 6 0 ), P p . 2 0 - 2 1 .

L ia b il it ie s

11.
281
282
283

D eferred

O p e r a t in g

C o n t r ib u t io n s

271

Bonds.
221
222
223
224

8.

in

C r e d it s

R eserv es

A id

o f

C o n s t r u c t io n

C o n trlb tu io n s in a id of c o n stru ctio n .
A ccum ulated

A ccu m u lated
A ccelerated
A ccum ulated
Liberalized
A ccu m u lated
O ther.

D eferred

In c o m e

T axes

d e fe rre d Incom e taxes—
a m o rtiz a tio n .
deferred Incom e taxes—
d e p re ciatio n .
deferred Incom e taxes—
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asset, but properly should be shovn on the right side of the balance
sheet as contra or negative accounts to the respective capital stock or
bond account.

This position has been adopted in the revised system of

accounts prescribed for electric utilities.
However, there are certain inconsistencies in prescribed account
ing and generally accepted accounting principles which evidently are not
due to the influence of regulation.

The failure of the prescribed

system to require classification of long-term debt maturing within one
year as a current liability represents a departure from generally accepted
accounting principles.

The definition of current and accrued liabilities

in the uniform system reads as follows:

"Current and accrued liabilities

are those obligations which have either matured or which become due within
one year from the date thereof:

except, however, bonds, receivers' cer

tificates and similar obligations which shall be classified as long-term
debt until date of maturity."

30

As a satisfactory condition as to sol-

vency is assumed in the case of public utilities,

31

this departure

from generally accepted accounting principles may be partially excused
for the sake of expediency and the relative unimportance of the current
ratio and other tools for analysis used in determining business solvency.
Another inconsistency of prescribed accounting in comparison
with generally accepted accounting principles relates to the sale of
capital stock.

Instruction A of Account 2ll (Capital Stock Expense) is

as follows:

30Ibid., p. 36 .
31
Wilbert B. Karrenbrock and Harry Simons, Intermediate
Accounting (Third Edition; Cincinnati: South-Western Publishing
Company, 1958)> P* 19*
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This account shall include in a separate subdivision for
each class and series of stock all commissions and expenses
incurred in connection with the original issuance and sale
of capital stock, including additional capital stock of a
particular clas3 or series as well as first issues. Expenses
applicable to capital stock shall not be deducted from
premium on capital stock.^
The usual procedure in accounting for a cash sale of capital stock with
a par value is to debit cash for the net proceeds realized from the sale,
credit the related stock account for the par value and then debit a dis
count or credit a premium account for the difference.

In effect, the

expenses of the sale of the capital stock are "washed out" through the
discount or premium account.

In electric utilities, however, separate

recognition must be given to the expenses involved in the sale of capi
tal stock.

The capital stock expense account was also shown on the

asset side of the balance sheet under the prior system, but under the
revised system, the account appears as a negative item in the "Other
paid-in capital" section of the financial statement.

This practice

does reflect more complete disclosure of the effects of the transactions
involving capital stock, but the question of the usefulness of the addi
tional information could certainly be raised.

Probably the reason for

the procedure being prescribed in this manner in accounting for electric
utilities is due to the financial manipulations which used to be char
acteristic of the public utilities.

It should be recalled that regula

tory authorities use accounting control to regulate the issuance of
securities as well as rate regulation.

32

Federal Power Commission, Uniform System of Accounts
Prescribed for Public Utilities and Licensees (Class A and B
P. 35-

77
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Income Accounts: The last section of the uniform system of
prescribed accounts for electric utilities is composed of the income
accounts, two groups of subaccounts for detailed classification of oper
ating revenues and operation and maintenance expense, and instructions
for the use of each account.
The influence
financial data on the

of regulation has effectedthepresentation of the
income statement more thanon the balance sheet.

Being regulated on a cost-plus basis, electric utilities are entitled
to recover their legitimate operating expenses including depreciation
plus a fair return on the investment in used and useful property.

The

divisions of the income statement can be observed in Figure 2 on page

53 ; operating expenses are deducted from operating revenues to determine
the operating income of the utility or the return available to investors
from the rendering of service to the public.
The concept of "above or below the line" has been introduced in
the income statement to facilitate the regulatory process.

Expenses

are "above the line" for the purpose of accounting and regulation if
they are considered to be reasonable and chargeable against customers.
Nonoperating revenue and expense items are properly shown "below the
line."

The propriety of this and other unusual characteristics of

electric utility accounting affecting the determination of income will
be discussed at length in Chapter VI.
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FIGURE II
INCOME ACCOUNTS
1.

400

U t il it y O p e r a t in g I n c o m e

421

M iscellan eou s n on op eratin g Incom e.
T otal other Incom e.
T otal Incom e.

O perating revenues.
O perating expenses.

3.

O peration expense.
M ainten ance expense.
D epreciation expense.
A m ortization of lim ited -term electric
p lant.
A m ortization of other electric p lant.
A m ortization of electric p la n t a cq u i
sitio n ad ju stm en ts.
A m ortization of property losses.
Taxes other th an Incom e taxes.
Incom e taxes.
Provision for deferred incom e taxes.
prior
Incom e taxes deferred
in
years—Credit.
T otal op eratin g expenses.

401
402
403
404
405
406
407
408
409
410
411

425
426

4.

427
428
429
430
431
432

O perating Incom e.
412-413
414

In com e from electric p la n t leased
to others.
Other u tility op eratin g incom e.
Total op eratin g Incom e.
2.

O ther

I ncom e

Source:

I n t er est C harges

In terest on lo n g -term debt.
A m ortization o f d eb t d isc o u n t and ex 
pense.
A m ortization of prem ium on d eb t— Cr.
In te re st on d eb t to associated com p a 
nies.
O ther In terest expense.
In terest charged to co n stru ctio n — Cr.
T otal In terest charges.
N et Incom e.
5. E a r n e d S u r p l u s

216
433
434
435
436

415-416
417
418
419

In com e from m erch an d isin g, Job
bing and con tract work.
Incom e from n o n u tlllty op eration s.
N onop erating rental Incom e.
In te re st and dividend incom e.

M is c e l l a n e o u s I n c o m e D e d u c t io n s

M iscellan eou s a m o rtization .
O ther Incom e d ed u ctio n s.
Total Incom e d ed u ctio n s.
In com e before in te re st charges.

437
438
216

U nappropriated earned su rp lu s (a t b e
g in n in g of p erio d ).
B alance transferred from Incom e.
M iscellan eou s cred its to surplus.
M iscellan eou s d eb its to surplus.
A ppropriations of surplus.
N et a d d itio n to earned surplus.
D ivid en ds declared— Preferred stock.
D ivid en ds declared— C om m on stock.
U nappropriated earned su rp lus (a t end
of p e r io d ).

F e d e r a l P o w e r C o m m i s s i o n , U n i f o r m S y s t e m o f A c c o u n t s P r e s c r i b e d for
P u b l i c U t i l i t i e s and L i c e n s e e s ( C l a s s A and B )
(Washington:
United
S t a t e s G o v e r n m e n t P r i n t i n g O f f i c e , 1 9 6 0 ) , p. 6 2 .

CHAPTER V
ACCOUNTING FOR UTILITY PLANT:

ACQUISITION AND DEPRECIATION

The appraisal of prescribed accounting for electric power and
light companies begun in the preceding chapter continues in this chapter.
The subject matter under review are those problems of accounting relat
ing to the acquisition and subsequent depreciation of utility property.
Accounting for utility plant is of considerable importance in the utility
field because of the relatively large amount of plant investment and its
slow turnover.

Also, governmental regulation places an additional sig

nificance upon plant accounting for public utilities.

Regulation of

public utilities by regulatory or public service commissions is concerned
both with a return on and a recovery of the property committed by the
utilities to the public service.

Accounting control has been used by

commissions to assist them in each of these problem areas.

Some obser

vations pertaining to the regulatory process will first be made, and then
attention will turn to prescribed plant accounting for electric utilities.
Two variables are encountered in the determination of the return
on the property employed by a public utility in rendering a service to
the public.

These variables are (l) the rate base and (2) a percentage

rate of return.

Consideration was given in Chapter III to the various

methods of property valuation which have been used in establishing the
rate base.

Basically, the solution to the problem has been from either

a cost or value approach.

Fair-value, original cost, reproduction cost,
5L
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prudent investment, and variations or combinations of these methods have
been used in the short history of utility regulation in the United States.
During periods of rising prices which have characterized much of this
period of history, commissions have sought to use a lower cost standard
and have advocated either the original cost or prudent investment method.
On the other hand, the utilities, seeking an increase in rates, have
assailed the cost standard and have stressed the merits of a fair-value
or reproduction base.
The equity of one or the other of these methods from an economic
standpoint is beyond the scope of this study; the accountant has a con
tribution to make regardless of the method of property valuation employed
in fixing the rate base.

However, the influence of regulatory concepts

of property valuation upon the system of accounts prescribed by regula
tory commissions should be seriously questioned by the accounting pro
fession.

The purpose of accounting has been and should continue to be

to present the truth relating to the financial position and activities
of a business entity to the various readers of the financial statements,
not only to the regulatory commissions as in the case of regulated
industries, but also to management, investors, creditors, labor groups,
and the like.

The materiality of plant investment in the public utility

industries and its effect upon the determination of net income makes it
obligatory upon accountants to object to prescribed rules and practices
in accounting for capital, expenditures which differ drastically from
generally accepted principles of accounting.
The earnings to which a utility is entitled is obtained by
multiplying the rate base by a percentage rate of return.

The legal

controversy has largely centered upon the method of property valuation
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used, in determining the rate base; yet, a small percentage difference in
the rate of return makes a large quantitative difference in the amount of
earnings.

With a fixed rate base, an increase in the rate of return from

5 to 6$ amounts to a 20$ increase in earnings.

Among the factors consid

ered by commissions and courts in determining the allowable rate of return
have been the historical cost of debt and equity capital, the market rate
of interest, the return received on corresponding risks and uncertainties,
and the economic conditions of the locality in which the utility operates.1"
The rate of return is thus based partly on financial facts and
partly on subjective thinking by commissions and courts.

As is true of

the rate base, the rate of return shall be ascertained by an "enlightened
judgment of all relevant facts."

Brief consideration has been given to

the rate of return in order to emphasize the uncertainties involved in the
determination of both the rate base and the rate of return--the two vari
ables involved in computing the return on the property committed to the
public service.
Utilities are also entitled to a recovery of the property
employed in rendering a public service.

This precedent was firmly

established in 1909 in the Knoxville Water Company case

2

when the Supreme

Court said:
Before coming to the question of profit at all the company
is entitled to earn a sufficient sum annually to provide
not only current repairs, but for making good the depreciation
and replacing the parts of the property when they come to the

^Troxel, o£. cit., pp. 372-376.
^Knoxville v. Knoxville Water Co., 212 U. 8. 1 (1909).
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end. of their life. The company is not bound to see its
property gradually waste, without making provision out of
earnings for its replacement.
Depreciation of capital assets in the public utility field pro
duces two problems.

The first problem is the computation of the annual

charge which is shown "above the line" on the income statement and is
charged to customers as a reasonable cost of doing business.

The charge

which appears on the books of account of utilities is based on original
cost, or the cost to the first person devoting the property to public use.
In the case of self-constructed utility plant, the procedure is in accord
ance with generally accepted principles of accounting as original cost
would be substantially identical to historical cost as the term is com
monly used in accounting.
However, with the acquisition of a utility plant from a previous
owner by means of an outright purchase, merger, or consolidation, the
total charge which can be recovered from customers, or shown "above the
line" on the income statement, is usually limited to the depreciated
original cost of the property which may be more or less than the his
torical cost or cost to the accounting entity.

In most acquisitions in

the electrical industry, there is an excess of cost to the accounting
entity over the depreciated original cost because of the rising cost of
plant construction.

This amount is called an "electric plant acquisition

adjustment," and is recorded in a separate account to be amortized or
otherwise disposed of as the Federal Power Commission may approve or
direct.^

3 Ibid., p. 1 3 .
4
Federal Power Commission, Uniform System of Accounts Prescribed
for Public Utilities and Licensees (Class A and B), p. 2 5 .
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With one exception, the Federal Power Commission has required
the charges to be made "below the line" on the income statement, thus
being charged to the investors rather than the consumers.

5

Although

immediate write-off3 against retained earnings have been ordered, the
usual policy of the Commission is to require amortization of the acqui/T

sition adjustment over a ten- or fifteen-year period.

The disposition

of these amounts appears to be arbitrary; at least the Commission has
not set forth its basis of determination in any case.
Accountants are prone to accept prescribed procedures which
differ from generally accepted accounting principles with the excuse
that the distinct features of utility accounting are useful in the regu
latory process.

Just how useful some of the prescribed requirements

are in the regulatory process can be illustrated by referring to the
authority of the orders of the Federal Power Commission requiring the
disposal of the electric plant acquisition adjustments.

Order 1+2-A,

issued by the Commission on July 11, 1939 > and. currently in force
provides:
Disposition of amounts in . . . Plant Acquisition Adjustment
Accounts is for accounting purposes only, and such disposition
shall not be construed as determining or controlling the con
sideration to be accorded these items in rate or other
proceedings.
This statement contradicts the logical assumption that an order of the
Federal Power Commission requiring the amortization of the plant acqui
sition adjustment "below the line" would receive compatible regulatory
treatment.

^Decision of Federal Power Commission in United Gas Pipe Line
Company, Docket Nos. G-95^7 and G10,592, issued April 5, I960, p. 17.
^James C. Bonbright, Principles of Public Utility Rates
(New York: Columbia University Press, 19&l), P- 217.
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The amortization of sizeable amounts of actual plant investment
over relatively short periods of time amounts to a clear violation of the
principle of matching costs and revenues without benefiting the regulatory
process.

The magnitude of the electric plant acquisition adjustment is

elucidated in the following quotation from an annual report of the Federal
Power Commission.
Formal orders and other actions of the Commission to June 30>
i960 , affecting 300 companies, authorized the disposition or
writing off of amounts classified as plant adjustments total
ing $1,630,447,615. This included $919.129.593 representing
the excess of bona fide cost over original cost of utility
plant acquired through purchase, merger, etc., which haul been
disposed of either by immediate charges to earned surplus or
amortized over periods varying from 3 to 15 years by charges
to Account 537. Miscellaneous Amortization (Account 425 of
the revised system, a "below the line" item).
(Underscoring
and material in parentheses supplied.)
Without a doubt these write-offs as reflected in the published financial
statements of the individual companies have influenced greatly the sell
ing price of electric utility stocks and bonds.
The second main problem associated with depreciation of utility
plant in the electric utility industry is the deduction for depreci
ation in the determination of the rate base.
between the utilities and the commissions.

Again there is conflict
Commissions which insist

upon a cost standard of property valuation, for example, the Federal
Power Commission, maintain that the past depreciation charges or the
accumulated depreciation should be deducted from the rate base because
this amount has been recovered from customers through operating expense
deductions.

7

On the other hand, companies favor the deduction only of the

'Federal Power Commission, Fortieth Annual Report, p. 37*

6o

actual depreciation that is observed and computed by engineers.®

The

deduction of the accumulated depreciation simplifies the establishment
of the proper rate base, and is generally conceded where a cost standard
of property valuation is used.

However, in the minority jurisdiction of

the fair-value or reproduction cost states, some measure of observed
depreciation may be employed.
Another regulatory problem involving plant investment can be
briefly mentioned.

Regulatory commissions have to contend with price-

level changes in setting rates which will enable utilities to realize
reasonable earnings.

Considerable study has been given to the changing

value of the dollar during recent years by the accounting profession and
other business groups.

The problem is unsettled; the AICPA hasrecog

nized the inflationary

problem, but has insisted that financialstate

ments should remain onthe objective, verifiable basis of cost.
support has been given

Full

by the AICPA to the disclosure by supplementary

means of the effects of price-level changes upon the determination of
net income.
Various commissions have treated price-level changes in different
ways.

According to Walter A. Morton,
Inflation in the price of new equipment is automatically reflected
in the rate base. The vital question which remains is whether
the valuation of, or the rate of return on, previously acquired
plant should also be adjusted for changes in money values. Some
states believe they should, and seek to achieve this result by
giving important weight to "cost of reproduction." However,
another view, which appears to be dominant in the "original cost"

Q
Troxel, o£. cit., p. 329*
^Bonbright, oj>. cit., p. 1 9 6 .
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jurisdictions, is that changes in the value of money, as 3uch,
should he given no weight whatsoever, or at least no important
weight in the rate-making process.
Although some commissions and courts have completely ignored price-level
changes, others have made adjustment in either the rate base, depreciation
charge, or the rate of return.

In a recent case the Supreme Court of

Iowa approved a fair-value rate base by giving 70$ weight to reproduction
costs and 30$ to original cost, and then allowed a depreciation charge
based upon the fair-value rate base.
In the preceding pages of this chapter, an attempt has been made
to stress the uncertainty, vacillation, and differences on the part of
commissions and courts in the regulation of earnings of electric utili
ties.

The objective of this approach to the study of prescribed plant

accounting was to provide the proper perspective by which regulatory
accounting for electric utilities could be adequately appraised.

Other

wise the present status of prescribed accounting would be more or less
accepted as being necessary in the regulatory process.

Definition of Utility Plant
A concise definition of utility plant is not included in the list
of definitions contained in the uniform system of accounts prescribed by
the Federal Power Commission for electric utilities.

By examining the

supporting instructions and the descriptions of the various plant accounts,
however, the characteristics of utility plant can be delineated.

It may

thus be said that utility plant:

•^Walter A. Morton, "Rate of Return and the Value of Money in
Public Utilities," Land Economics, XXVIII (May, 1952), 95*
^Iowa-Illinois Gas and Electric Co. v. City of Fort Dodge,
248 Iowa 1201 (1957).
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1.

Consists of both tangible and intangible assets.

2.

Is owned and used by the utility in its electric utility
operations, and has an expectancy of life in service of
more than one y e a r . ^3

3-

Should not include " . . . hand and other portable tools,
which are likely to be lost or stolen or which have
relatively small value (for example, $50 or less) or
short life, unless the correctness of the accounting
therefor as electric plant is verified by current
inventories.

With the exception of the inclusion of intangible assets, the concept
of utility plant conforms generally with the common accounting usage
of the term "fixed assets."
In accounting for a non-regulated enterprise, the term "fixed
assets" or the more descriptive (and preferred) title "plant and equip
ment" is used to refer to assets of a tangible and relatively permanent
character that are used
intangible

in the normal operations of a business. The

assets of an industrial or commercial firm are preferably

shown under a separate caption on a published balance sheet, although
sometimes the intangible assets are included in a subdivision of the
fixed asset grouping.

Disclosure is always made, though, of the amount

of intangible assets remaining on the books of the accounting entity.
The nature of intangibles, for example, organization costs, franchises,
patent rights, et cetera, is such that a significant loss could occur if
an enterprise should cease as a going concern.

Hence, analysts frequently

exclude intangible assets from their computations and base ratios or inter
pretative percentages upon the tangible assets or the tangible net worth.

12

Federal Power Commission, Uniform System of Accounts Prescribed
for Public Utilities and Licensees (Class A and b ), p. $3«

1 3Ibid., p. 2 2 .
•*-^Loc. cit.
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Although the amount of the intangibles included in utility plant
can be ascertained by referring to the detailed accounts in support of
utility plant, this information i3 not disclosed on the financial state
ments of electric utilities which are made available to the public.

No

evidence is available to support the inclusion of intangible items in
utility plant; it can only be assumed that the commissions are of the
opinion that all items of relatively long life which affect the rate
base should be included in utility plant.

Inasmuch as an allowance is

always made for working capital in establishing the final rate base, it
would appear that the commissions could also make an allowance for in
tangible assets.

Accountants may partly justify the inclusion of intang

ible assets within the utility plant because of the insignificance of the
dollar value of intangibles in relation to the dollar value of the tangible
plant of an electrical utility.

Balance Sheet Classification of Utility Plant
The uniform system of accounts provides that plant costs of an
electrical utility shall be classified in the following accounts:
Account
Number
101
102
103
104
105
106
107
114
116
118

Account Title
Electric plant in service
Electric plant purchased or sold
Electric plant in process of reclassification
Electric plant leased to others
Electric plant held for future use
Completed construction not classified - Electric
Construction work in process - Electric
Electric plant acquisition adjustment
Other electric plant adjustment
Other electric plant

Electric plant in service: The most significant of all utility
plant accounts is the Electric plant in service.

The original cost of

the property--the cost incurred by the person who first devoted the

6k

property to the utility service, not necessarily the cost to the present
owner--which is U3ed by the utility in its electric utility operations is
recorded as electric plant in service.
The original cost is further classified in detailed accounts as
shown in Figure 3 on page 6 5 .

The intangible plant costs are subdivided

in three accounts--Organization, Franchises and consents, and Miscellan
eous intangible plant.

The tangible plant is functionally classified as

either Production, Transmission, Distribution, or General Plant.

Within

each functional classification, the classification is based upon the
physical characteristics of the property.

Each of these accounts is

supported by a description and, where appropriate, a list of items which
are to be recorded therein.

The separation of costs in this manner

appears to be highly desirable in view of the integrated operations of
electrical utilities.
The determination of original cost in many cases is a difficult
problem.

With the acquisition of an electric facility by self-construction,

the system of accounts specifies that charges to the electric plant accounts
must be "just and reasonable," otherwise the charges should be made "below
the line" on the income statement.1'' In addition, the system of accounts
enumerates the components of construction costs.^

With one exception,

the requirements of the system for the inclusion of direct costs and the
allocation of overhead cost during a period of construction to the electric
plant accounts present no unusual problems.

However, contrary to generally

accepted principles of accounting, Electric Plant Instruction 3(17) pro
vides, in part, as follows:

15Ibid., p. k.
l6Ibid., p. 8.
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FIGURE III
ELECTRIC PLANT ACCOUNTS
3.

1. I n t a n g i b l e P l a n t

Sec.
301 O rganization.
302 F ran ch ises and con sen ts.
303 M iscellan eou s in ta n g ib le plant.
2.

P r o d u c t io n P l a n t

A. STEA M PR O D U C T IO N

310
311
312
313
314
315
316

Land and land rights.
S tru ctu res and im provem ents.
Boiler p la n t eq u ipm en t.
E ngines and en gin e driven generators.
T urbogenerator u n its.
Accessory electric eq u ipm en t.
M iscellaneous power p la n t eq u ip m en t.
B. N U CLEA R PR O D U CTIO N

320
321
322
323
324
325

Land and lan d rights.
S tru ctu res and im provem ents.
Reactor p la n t eq u ipm en t.
T urbogenerator u n its.
Accessory electric eq u ipm en t.
M iscellan eou s power p la n t eq u ipm en t.
C. H Y D R A U L IC PR O D U CTIO N

330
331
332
333
334
335
336

Land and land rights.
S tructu res and im provem ents.
Reservoirs, dam s and w aterw ays.
W ater w heels, turbin es and generators.
Accessory electric eq u ipm en t.
M iscellaneous power p lan t eq u ip m en t.
Roads, railroads and bridges.
D. O TH E R PRO D U CTIO N

340
341
342
343
344
345
346

Land and land rights.
S tructu res and im provem ents.
Fuel holders, producers and accessories.
Prim e movers.
Generators.
Accessory electric eq u ipm en t.
M iscellaneous power p la n t eq u ipm en t.

Source:

350
351
352
353
354
355
356
357
358
359

D istrib u tio n P la n t

L a n d a n d la n d rights.
S t r u c t u r e s a n d im p ro v e m e n ts .
S ta ti o n e q u i p m e n t .
S to ra g e b a t t e r y e q u i p m e n t .
Poles, tow ers a n d fixtures.
O v erh ea d c o n d u c to r s a n d devices.
U n d e r g ro u n d c o n d u it.
U n d e r g ro u n d c o n d u c to r s a n d devices.
Line tr a n sf o r m e r s.
Services.
Meters.
I n s t a l l a t i o n s on c u s t o m e r s ’ prem ises.
Leased p r o p e r ty on c u s t o m e r s ’ p rem ises
S t r e e t lig h tin g a n d signal system s.
5.

389
390
391
392
393
394
395
396
397
398
399

P la n t

L a n d a n d la n d rig h ts.
C learin g la n d a n d r ig h ts of way.
S t r u c t u r e s a n d im p r o v e m e n ts .
S tatio n equipm ent.
T ow ers a n d fixtures.
Poles a n d fixtures.
O v erh ea d c o n d u c to r s a n d devices.
U n d e r g r o u n d c o n d u it.
U n d e r g r o u n d c o n d u c to r s a n d devices.
R o a d s a n d trails.
4.

360
361
362
363
364
365
366
367
368
369
370
371
372
373

T ran sm issio n

G e n e ra l

P la n t

L a n d a n d la n d rig hts.
S t r u c t u r e s a n d im p r o v e m e n ts .
Office f u r n i t u r e a n d e q u i p m e n t .
T ran sp o rtatio n equipm ent.
S tore s e q u i p m e n t .
Tools, s h o p a n d garage e q u i p m e n t .
L a b o r a to ry e q u i p m e n t .
Pow er o p e r a te d e q u i p m e n t .
C om m un ication equipm ent.
M iscellaneo us e q u i p m e n t .
O t h e r ta n g ib le p roperty.

F e d e r a l P o w e r C o m m i s s i o n . U n i f o r m S y s t e m o f A c c o u n t s P r e s c r i b e d for
P u b l i c U t i l i t i e s and L i c e n s e e s ( C l a s s A and B) (Washin gton:
United
S t a t e s G o v e r n m e n t P r i n t i n g O f f i c e , 19 6 0 ), p. 43.

"Interest during construction: includes the net cost for the
period of construction of borrowed funds used for construction
purposes and a reasonable rate on other funds when so used.'*'?
Although the capitalization of interest on borrowed funds has been par
tially accepted in the industrial field, the recognition of interest on
equity funds as a proper cost of plant construction with a concurrent
recognition of income has been definitely rejected in accounting for
non-regulated industries.
Regulatory principles govern the capitalization of interest
during a period of construction.

It is held that " . . . the public

utility consumers of any given year should pay a return only on the
costs of those assets that are performing for them a useful service.

nl9
'

The general practice has been to exclude from the rate base all costs
of construction work in process.

To reward the utilities for the commit

ment of capital during the period of construction, regulatory authoritie
have permitted the inclusion of a computed allowance for interest during
construction as a "just and reasonable" component of construction costs.
Interest during construction on both borrowed and equity capital is
recorded by a debit to the appropriate plant account and a credit to
Account ^32 - Interest charged to construction, an income account which
is shown "below the line" on the income statement.

After the completed

plant is placed in operation, the utility firm will recoup the interest
charges through an enhanced rate base and larger depreciation charges.
Thus, future consumers will bear the burden of the unproductive capital
during the construction period.

^ I b i d . , p. 9*
, loc. cit.
•'•^Bonbright, oj>. cit., p. 178*

67

The uniform system of accounts specifies that the amount of the
interest charged to construction shall be the net cost of borrowed funds
plus a reasonable rate on other funds.

Foster and Rodey object to this

distinction between debt and equity capital, and insist that an imputed
rate of interest, based upon the current cost per dollar of total capital
to the enterprise, should be applied to all funds used during construetion. 20

In commenting upon the proposed revision of the system of accounts,

a letter from Arthur Andersen to the Federal Power Commission contained
the following:
Since, under ordinary circumstances, it is impractical or
impossible to determine the source of funds used for each
construction project, or even for the aggregate of all
construction projects, the public utility should be per
mitted to charge interest during construction at an over
all estimated cost of money rate.
No action was taken on this point or on thirteen other recommendations
made by Arthur Andersen with respect to the proposed draft of the revised
system of accounts for electric utilities.

As is true in many instances,

the system of accounts states only that the rate of interest on "other
funds" shall be reasonable.

Provisions of this nature leave much power

in the hands of commissions.

The inclusion of interest on funds during

a period of construction at a rate larger than the prevailing cost of
debt capital has even been challenged by staff members of the Federal
Power Commission on the grounds of accounting principles.

20
21

21

Foster and Rodey, 0£. cit., p. 275*

Bonbright, oj>. cit., p. 179* Professor Bonbright makes an
interesting observation: ''Both sides in rate-case disputes have a
tendency to find these 'accepted principles' relevant when, but only
when, they comport with whatever rules of rate making they favor in
the case at bar." Loc. cit.
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The policy of capitalizing interest during construction is wide
spread in the electrical industry.

Naturally, the utilities want to in

flate their costs (for rate-making purposes) in order to realize a larger
return on and recovery of property committed to the public service.

A

review of recent income statements of twenty-five electric utilities re
veals only two companies which failed to set forth separately the amount
of interest charged to construction; this materially affected the determ
ination of the final net income figure.

A study of the financial report

ing practices of fifty-six gas and electric utilities for the years 1957
through 1959 disclosed that fifty of the companies used a separate caption
to disclose interest charged to construction.

Op

In regard to the signifi

cance of this item, in 1959 "the composite income account of the Class A
and B electric utilities reporting to the Federal Power Commission shows
that the net income of $1 ,6 5 6 million included a credit of interest
charged to construction of $103 million. -1 Yet, in the comprehensive
annual reports filed with the Commission, the electric utilities are not
required to disclose the amount of capital involved or the rate of interest
used in determining the amount of interest charged to construction.
The same situation exists in the annual reports available to
stockholders and the general public.

Only the amount of interest charged

to construction is normally given; neither the financial statements nor

pp
The Joint American Gas Association-Edison Electric Institute
Project Committee on Financial Reporting, "Financial Reporting Practices
and Trends as Disclosed by an Analysis of the Annual Reports to Stock
holders of 56 Gas and Electric Companies for the Years 1957 through 1959>"
(New York: American Gas Association-Edison Electric Institute, i9 6 0 ),
p.
(Mimeographed) Note: The Edison Electric Institute is the suc
cessor to the National Electric Light Association.
^Federal Power Commission, Statistics of Electric Utilities in
the United States, 1959, Privately Owned, p. xii.
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the accompanying notes included in the annual reports examined in this
study contained any information concerning the determination of the
amount of interest charged to construction.

Also, the annual reports

contained no disclosure of the unique practice of capitalizing interest
in the utility field.
The alternative to the inclusion of interest during construction
a3 a proper cost of plant construction would be to include the cost of
construction work in process directly in the rate base.

Some discrimi

nation among consumers would result by including construction work in
process in the rate base, especially during periods of erratic or rapid
plant expansion.

However, more serious discrimination probably results

from other imperfections of the regulatory process; a good example would
seem to be the "regulatory lag," which Bonbright defines as

. . the

quite usual delay between the time when reported rates of profit are
above or below standard and the time when an offsetting rate decrease
or rate increase may be put into effect by commission order or otherwise."
Although the capitalization of interest, particularly on equity
funds, has not been generally accepted as sound accounting, the practice
does have support on theoretical grounds.

No accountant would question

the existence of an economic cost when funds are committed to the pro
duction of inventory or the construction of physical facilities.

Such

costs must be considered to achieve a complete matching of costs and
revenues.

Nevertheless, these implicit costs have not been given recog

nition in the books of account.

The disagreements in the utility field

concerning the distinction between debt and equity capital and the

, oj>. cit., p. 53*

2h
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appropriate measure of a rate of interest illustrate the difficulties
encountered when attempts are made to enter subjective areas and to give
accounting recognition to implicit costs.
More significant, however, than the capitalization of interest
is the requirement of the system of accounts that utility plant acquired
from a previous owner must be recorded in the Electric plant in service
account at the cost of the first person devoting the property to public
service.

This concept of cost, called "aboriginal" cost by its foes,

was first conceived by the public service commission of Wisconsin, and
was introduced in the system of accounts of the Federal Power Commission
in 1937*

Original cost was severely attacked immediately thereafter and

criticism continued during the 19^+0 's, but during later years it has
received less and less attention in the professional literature.

But

the concept still exists and has a decided effect upon the valuation of
plant, the measurement of net income, the regulation of earnings, and
the purchase and sale of utility property.
The regulatory case for original cost can best be illustrated
by referring to a hypothetical rate case.

For example, assume that an

electric operating unit with a depreciated original cost of $100,000
was transferred to another owner, either as a result of an arm's length
bargaining or a transaction between affiliates, at a fair market price
of $125,000.

The second owner would insist that his cost of $125,000

should be permitted to earn a rate of return; however, under the true
original cost concept of rate regulation, the rate base would be re
stricted to the depreciated original cost of $100,000, the unrecovered
capital which had been committed to the public service.
explains it, " . . .

As Bonbright

investors are not compensated for buying utility
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enterprises from their previous owners any more than they are compensated
for the prices at which they may have bought public utility securities on
the stock market.

Instead, they are compensated for devoting capital to

the public service."

2b

The buying company merely takes over the former

company's claim to a return on and recovery of the capital originally
devoted to the public service.

Utility property, like other property, is

bought and sold at prices reflecting the expectations of the buyers and
sellers as to what the properties can be made to earn in the future.

If

an amount in excess of the depreciated original cost is paid upon the
acquisition of an operating unit or system, the buying company must be
willing to accept a rate of return on its investment which is less than
that earned by the selling company.
This interpretation of original cost as a property valuation
standard for rate purposes has been generally upheld by the courts.

The

language of Judge Learned Hand in the Niagara Falls Power Company decision
is directly in point.

25

Judge Hand ruled that even though an amount in

excess of original cost had been paid in good faith upon the acquisition
of utility property, the company was not necessarily entitled to include
the excess over original cost in the rate base.

In this connection, he

said:
For if that is true, the builder of a road who does not sell
it, is at a disadvantage compared with one who does. The
builder who does not sell is confined for his base to his
original cost; he who sells can assure the buyer that he may
use as a base whatever he pays in good faith. If the builder
can persuade the buyer to pay more than the original cost the

2b

Bonbright, o£. cit., p. 177-

25

Niagara Falls Power Company v. Federal Power Commission
137 F. 2d 787 (19^3)•
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difference becomes part of the base and the public must pay
rates computed upon the excess. Surely this is a most un
desirable distinction. °
The laxity in accounting for plant assets of electric power and
light companies contributed greatly to the present state of prescribed
plant accounting.

According to William A. Paton, plant accounting

exhibited three main weaknesses during the early history of utilities.^
One of these weaknesses--the failure of utilities to classify plant
costs properly, particularly the costs associated with an aggregate
purchase of existing facilities— was used by the Federal Power Commission as justification for the "aboriginal" cost concept.

28

The other

weaknesses of utility plant accounting were improper accounting for
piecemeal renewals and the failure to deal with depreciation systemat
ically.^

As a result, the plant accounts were often inadequate for

managerial and financial reporting purposes as well as regulatory
purposes.

The use of engineering appraisals to determine plant cost

and depreciation became the controlling factor in rate-case disputes.
However, with the advent of prescribed plant accounting, greater
reliance has been placed upon the plant records of electric utilities
in regulatory proceedings.

26Ibid., p. 793.
27
'William A. Paton and William A. Paton, Jr., Asset Accounting
(New York: The Macmillan Company, 1952), p. 37^*
^William A. Paton, "Accounting Policies of the Federal Power
Commission - A Critique," The Journal of Accountancy, LXXVII
(June, 1944), 435.
29
'Paton and Paton, Loc. cit.
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The usefulness of plant accounting records as an instrument of
regulation received momentum in the Hope Natural Gas decision in 19^. ^
In this case the Federal Power Commission had established the rate base
by deducting the accumulated depreciation from the original cost of the
property when first devoted to public service.

The Supreme Court did

not actually place its seal of approval on the process used by the
Commission in determining the rate base, but neither did the Court reject
the Commission's findings for failure to give consideration to reproduction costs.

11

The essence of this decision led George 0. May to say:

The decision clearly constitutes a new chapter in the history
of accounting as a factor in rate regulation. It indicates
that the day of the appraiser has passed and the era of
accounting has arrived. It seems certain that rate regulation
will become almost completely a matter of accounting.^
The Federal Power Commission and many state commissions have henceforth
become ardent advocates of this novel concept of original cost, not only
for regulatory purposes, but also for accounting classification of plant
cost.

Even in the so-called fair value states, commissions give con

sideration to the cost of property when first devoted to public service.
The requirements of the revised system of accounts of the Federal
Power Commission for the recording of plant cost of an acquired operating
unit or system are essentially the same as those of the first system of
accounts made effective on January 1, 1937*

As previously indicated,

original co3t accounting was set forth as the only practical means to
achieve and maintain an adequate classification of plant costs on the

30Federal Power Commission v. Hope Natural Gas Company, 320
U. s. 591 (1944).
31-Foster and Rodey, o£. cit., p. 32.
^George 0. May, "Accounting in the Light of Recent Supreme
Court Decisions," The Journal of Accountancy, LXXVII (May, I9 M+), 375*

7^

books of electric utilities.

In addition, sizeable write-ups and inflated

values had resulted from the practices of holding companies; these were to
be set forth separately or possibly eliminated from the books of accounts
under the original co3t concept.

The most important reason, however, for

the adoption of original cost accounting was the fact that the Federal
Power Commission favored the original cost method of property valuation
for rate-making purposes, and wanted this information readily available
from the books of account.
Subsequent to the adoption of original cost accounting by the
Federal Power Commission, Mr. Charles W. Smith, Chief of the Commission's
Bureau of Finance, Rates and Statistics wa3 called upon to defend the
concept in rate-case disputes in various states.

In testimony before

the Georgia Public Service Commission on April 7> 19^8, Mr. Smith ex
plained the purpose of original cost and the procedures involved as
follows:
It was well known at the time of the drafting of the system
of accounts, especially through the Federal Trade Commission
investigations of the utility industry, that there was much
inflation and a considerable amount of undisclosed intang
ibles in utility accounts. This problem was attacked in the
accounting system by requiring the amounts in the plant
accounts as the effective date thereof, to be frozen in
Account 100.6, plant in the process of reclassification.
Utilities were then required to make comprehensive studies
of the amount in that account and to reclassify the amounts
unto three main categories; first, the original cost of
plants; second, the difference between bona fide cost to
the company and original cost; and, third, write-ups and
other improper c h a r g e s . 33

33Testimony of Mr. Charles W. Smith, Chief of the Bureau of
Finance, Rates and Statistics of the Federal Power Commission, before
the Georgia Public Service Commission in the Matter of Application of
Georgia Power Company, on April 7> 19^8.
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These amounts were then to he recorded in the Electric plant in service,
Electric plant acquisition adjustments, and Electric plant adjustments
accounts, respectively.
Although somewhat cumbersome, the system of accounts was actually
designed to disclose both original cost and cost to the accounting entity.
The original cost of utility plant, estimated if not known, was recorded
in the Electric plant in service account and its many subaccounts.

Any

legitimate costs to the present owner in excess of the original cost
were lodged in the Electric plant acquisition adjustments account, so
named because these amounts arose out of property acquisitions.

The

cost to the accounting entity could supposedly be ascertained by adding
the amounts in the two accounts.

Items which did not represent costs

in any sense of the word, such as write-ups, were recorded as Electric
plant adjustments.

The amounts in both the Electric plant acquisition

adjustments and the Electric plant adjustments accounts were to be
"amortized, or otherwise disposed of" as the Federal Power Commission
directed in a case-by-case analysis.

This provision in the system of

accounts gave the Federal Power Commission additional authority over
the valuation of plant assets.
As long as the actual cost to the accounting entity was determi
nable from the accounts, the accounting profession could not seriously
question the classification procedures which were designed to make
available to the regulatory bodies the original cost of physical pro
perties for rate-making purposes.

Actually, the utility companies did

not object to the classification requirements as much as they feared the
compulsory write-off of amounts lodged in the adjustment accounts,
particularly the bona fide plant costs recorded in the Electric plant
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acquisition adjustments account.

The utilities realized what the next

step of the Federal Power Commission would be; the policy of the Commis
sion has generally been to remove the plant adjustments immediately from
the books of accounts, usually effected by charges to earned or capital
surplus, and to require the amortization of the acquisition adjustments
(actual plant costs to the present owner) over relatively short periods
of time without regard to the productive lives of the acquired assets.
The result of this course of action by the Federal Power Commission may
be seen in the fact that physical properties of electric power and light
companies, especially utility plants devoted to public service by a prede
cessor, are no longer reported on published financial statements in
accordance with generally accepted accounting principles, but are pre
sented in accordance with the mandates of the Federal Power Commission.
And it should be emphasized that the rapid elimination of acquisition
adjustments apparently serves no regulatory purpose inasmuch as the
acquisition adjustments, with one exception, have been excluded from
the rate base and the amortization of which has been shown "below the
line" on the income statement.35
The emphasis throughout plant accounting for electric utilities
is not necessarily upon cost to the accounting entity, but upon the
original cost to the first person devoting the property to the public

Decision of Federal Power Commission in United Gas Pipe
Company, op. cit., p. 20.
35"in order for a company to be entitled to include the dollars
lodged in Account 100.5 (acquisition adjustments) in its rate base it
must establish in a rate case, that such amounts produced consumer
benefits of a character measurable in terms of specific amounts of
money in order to warrant the inclusion of such sums in the rate base."
Ibid., p. 21.
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service.

The problems in this connection are compounded because many of

the present utility firms are an outgrowth of a series of purchases,
mergers, et cetera.

In his critical analysis of the original cost pro

visions of the system of accounts of the Federal Power Commission,
William A. Paton, one of a few vigorous opponents of this unique concept
of original cost, stated in 19 ^

that

Actually the basic principle of plant accounting adopted by
the FPC system is "original cost," not cost to the present
owner. It is "original cost" which is emphasized throughout
the system; it is "original cost" which is set up in the
detailed plant accounts; it is "original cost" which is
subject to depreciation. "Acquisition adjustments," on the
other hand, are dealt with a3 a necessary evil. They are
set up in an "adjustments" account; they are excluded from
the detailed plant ledger; they are subject to amortization,
not depreciation; they may be disposed of at any time as the
Commission may direct, and a part or all of the resulting
charges may be excluded from revenue deductions.36
The attack on original cost was continued by Paton in his book, Asset
Accounting, published in 1952.

T!

Paton, along with other well-known

professional accountants, has also appeared as a company's witness in
opposition to the prescribed requirements of the system of accounts
nQ

of the Federal Power Commission.
The public accountants and executives who were communicated with
in the course of this study made many references to the prescription of
original cost and its related problems.

Representative remarks extracted

from correspondence are as follows:

Paton, 0£. cit., p. k j f .
31See pp. 373-klO.
^James L. Dohr, "Power Price Fixing - III," The Journal of
Accountancy, LXXX (August, 19^5)> 111-117*
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The accounting for plant cost for regulated utilities on the
basis of "original cost" is in conflict with the generally
accepted treatment of stating fixed assets at cost thereof
to the company.
The prescription of so-called "original cost" rests upon the
decision of regulatory bodies to establish the rate base
upon the cost of property when first devoted to service
rather than upon cost to the entity.
. . . in theory this is a fairly fundamental deviation,
although in practice it does not loom as important today
as it was some years ago.
The question of disposing of the cost of plant acquisitions
in excess of original cost remains unresolved after 20
years. As a result there is a likelihood that the integra
tion of various utility systems ha3 been estopped, thereby
depriving the public of the full benefits of superpower
generation and transmission.
The philosophy underlying the recording of plant acquisiions at "original cost" rather than "cost to the utility"
with a write-off of the difference to surplus or amortiza
tion of such excess over arbitrary periods is alien to the
accepted accounting principles which are predicated on cost
accountability on the part of the reporting company and the
allocation of this cost over the estimated useful life of
plant in a systematic and rational manner.
It is evident that the people in daily contact with the electric power
and light industry are cognizant of the special accounting applicable
to operating units or systems acquired from a predecessor.

Yet, no

opinion or recommendation on this topic has been issued by the AICPA.
A logical question seems to be — Is the present state of prescribed
plant accounting actually a result of the requirements of the system of
accounts?

Observe the thinking of Charles W. Smith when the system of

accounts was first adopted:
The method of plant accounting outlined in the Uniform
System of Accounts of the Federal Power Commission is
the only practicable method of giving vital information
to regulatory bodies and other interested parties and
at the same time, preserving to the companies their
conception of cost to themselves. Original cost does
not appear in the balance sheet but rather is a subdivision
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or detail forming one part of the balance sheet account.
The views of the commissions and utilities as to total
plant are, therefore, harmonized. The disagreements, if
any, concerns not the total plant account which appears
in the balance sheet, but a detail thereof.39
But the practice of the Federal Power Commission in requiring the
elimination of the cost of plant acquisitions in excess of original cost
has "unharmonized" the views of the Commission and the utilities.

Even

including regulatory considerations, there is no sound basis for treat
ing the plant acquisition and adjustment slice of cost to the account
ing entity differently from the amount of the cost which is placed in
the Electric plant in service account.

In answer to the above question,

the words of William A. Paton are again appropriate.
. . . it must be recognized that the FPC system of accounts
as such does not require arbitrary treatment of "acquisition
adjustments." The door to such treatment is left ajar by
the system, but there is nothing in the language of the
prescribed accounts which compels the Commission to push
the door open and use it.
This is a most unfortunate situation, and no doubt the attitude of the
Federal Power Commission will change as the composition of the Commis
sion and staff members changes.
Considerable time and effort has been involved in the reclassi
fication of utility plant on an original cost basis.

When the original

cost requirements were first introduced in the system of accounts in

1937 , each electric utility and licensee subject to the jurisdiction of
the Federal Power Commission was given a period of two years from the
date the system became effective to a particular company in which to

39charles W. Smith, "Uniform System of Accounts of the Federal
Power Commission," The Accounting Review, XII (1937)> l6l.
^Paton, o£. cit., p. U37.
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prepare and file with the Commission the reclassification and original
cost studies.^

Subsequent to the filing of a proposed reclassification

by a utility, the Federal Power Commission, in many cases assisted by
state commissions, would undertake a field examination to verify the
determination of original cost by the utility companies.

The objections

raised by utility companies and accountants together with the expanding
jurisdiction of the Federal Power Commission obviously prolonged the
reclassification program.

In reporting upon the status of the reclassi

fication and original cost studies in the Fortieth Annual Report for the
fiscal year ending June 30, 19&0, the Federal Power Commission stated
that the work under this program was almost completed.

kp

It appears then

that the primary function of the Federal Power Commission in future years
with respect to the accounting classification of utility plant on an
original cost basis will deal with the purchase and sale of individual
operating units or systems.
Electric plant purchased or sold: Upon the acquisition of an
operating unit or system, the cost of acquisition, including expenses
incidental thereto, are charged to a clearing account--Electric plant
purchased or sold.

The utilities are then instructed to submit proposed

journal entries to the Federal Power Commission within six months from
the date of acquisition to effect a transfer of the cost to the appro
priate accounts.

The supporting definition and instructions for the use

of the clearing account outline the procedures to be followed in

Hi
k?

/-

Federal Power Commission, Fortieth Annual Report, p. 36*
Loc. cit.
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classifying the plant

costs.

^3

Although the treatment afforded the

acquisition adjustments continues to be the dominant feature of these
procedures, further exceptions from common accounting practice are
created by attempting to disclose the original cost of the utility plant
when first devoted to public service.
For example, assume that an electric operating system was
acquired from a previous owner at a cash cost of $1,000,000; assume
also that the cost of the operating system when first devoted to public
service as disclosed by the records of the vendor

amounted to$800 ,000 ,

and the depreciation applicable to the propertyaccrued on
books totaled $100,000.

the vendor's

Assuming that the system was to be placed in

service by the acquiring company, the system of accounts requires the
acquisition to be recorded as follows:
Electric plant in service
Electric plant acquisition adjustments
Accumulated provision for depreciation
of electric plant in service
Cash

800,000
300,000
100,000
1,000,000

In the event of any degree of affiliation between the two companies, the
Federal Power Commission is likely to call the amount of the purchase
price in excess of the book value of the property on the vendor's books
a mere "write-up" and insist that the "acquisition adjustment" was
really only an "adjustment."^

As previously stated, the policy of the

Commission has been to require more rapid disposition of debit balances
in the Electric plant adjustments account than is usually required in
the case of acquisition adjustments.

^3p>ederal Power Commission, Uniform System of Accounts Prescribed
for Public Utilities and Licensees (Class A and B), pp. 10-11 and 22.
^Paton, oj>. cit., p. h48.
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With reference to generally accepted accounting principles, in
the above example the accountant would accept the stated price of $1,000,000
for entry in the accounts unless evidence of collusion or fraud was present.
This amount, the actual cost to the buyer, is recorded in the appropriate
asset account; neither the original cost to some predecessor nor the accumu
lated depreciation related thereto on the books of the vendor is taken into
consideration by the accountant.

Moreover, in the case of depreciable assets,

the $1,000,000, less salvage value, if any, is the amount which is charged
against revenue over the productive life of the asset.
The requirements of the unifora system of accounts in accounting
for the acquisition of an operating unit or system, examined in conjunction
with the practice of the Federal Power Commission in requiring the elimi
nation of plant acquisition adjustments on an arbitrary basis, are in con
flict with three of the basic concepts of accounting.

These concepts which

are universally recognized in the accounting profession and the business
world are (l) the entity concept, (2) the cost concept, and (3) the
periodic matching of cost and revenue.

Each of these will be examined

more closely.
The usual interpretation of the entity concept is that "The account
ant views the business enterprise as a specific entity separate from its
owners.

It is this entity and its activities that assume the focus of his

attention."^

(Emphasis supplied.)

The accountant is concerned with one

unit; thus, the reports of the accountant should reflect the results of
accounting for this unit.

According to Karrenbrock and Simons, "A plant

item acquired in secondhand or used condition should be set up at actual

^Karrenbrock and Simons, oj>. cit., p. klf.
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cost rather than at its original cost to the seller less an allowance for
depreciation on such cost."^

But in accounting for electric utilities,

the accountant must record the original cost of utility plant acquired as
an operating unit or system, and the accumulated depreciation applicable
to the property on the books of the vendor company.

The policy of the

vendor company in accruing depreciation, the efficiency of the first
owner in the construction of the system, and other factors relating solely
to the previous owner or owners will influence greatly the accounting for
utility plant on the books of the acquiring company.

In the preceding

example, if the vendor company had accrued depreciation on its books of
$150,000 instead of the $100,000, the depreciated original cost of the
acquired property which can be shown "above the line" on the income state
ments as revenue deductions in future years would have been only $6 5 0 ,0 0 0 .
Note that the $50,000 increase in the accumulated depreciation on the
vendor's books would also have resulted in a $50,000 increase in the
plant acquisition adjustment.

By bringing into the books of the acquir

ing company items which pertain only to the previous owner, the signifi
cance of the cost to the accounting entity is considerably reduced.
In order for the books of account to be stated in complete agree
ment with the entity concept, the cost to the accounting entity should be
disclosed in the property accounts, and the depreciation account should
contain only the depreciation charges which have been made by the account
ing entity since the acquisition of the property.

Considering the desir

ability of disclosing original cost to the regulatory bodies from a
utilitarian viewpoint, the realization of this objective in accounting
for electric utilities is virtually impossible.

^ Ibid., p. hb2.
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The cost concept is transgressed when the Federal Power Commission
orders the elimination of plant acquisition adjustments.

Section 120.If

of the Regulations Under the Federal Power Act contains the only statement
of policy of the Commission in the disposition of the acquisition adjust
ments.^

This section provides, in part, as follows:

(a) Debit amounts in an Electric plant acquisition adjustments
account may be charged to Earned surplus in whole or in part,
or may be amortized over a reasonable period by charges to
Miscellaneous amortization without further order of the
Commission;
(b) Should a utility desire to account for debit amounts in an
Electric plant acquisition adjustments account in any manner
different from that indicated in paragraph (a), it shall
petition the Commission for authority to do so;
(c) Debit balances shall not be determined by application of
credit balances thereto;
(d) Credit amounts in an Electric plant acquisition adjustments
account shall be accounted for as directed by the Commission.
The experience of the Federal Power Commission has dealt mainly with debit
balances in the acquisition adjustments account or an excess of cost to
the accounting entity over the depreciated original cost.

In the few

cases involving a credit balance in an acquisition adjustments account,
which arise when the actual cost to the buyer is less than the depreci
ated original cost, it appears that most of them have been transferred
to the accumulated provision for depreciation.

k8

The cost concept requires that assets be recorded at the dollars
of initial, cost to the business entity.

In non-cash acquisitions, the

^Federal Power Commission, Regulations Under the Federal Power
Act (Washington: U. 3. Government Printing Office, i9 6 0 ), p. 8l.
^®Eric L. Kohler, A Dictionary for Accountants (Second Edition;
Englewood-Cliffs, N. J.: Prentice-Ball, Inc., 1957)/ P* 339*
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fair market value of the asset given up or the fair market value of the
asset received, whichever is more clearly discernible, is deemed to con
stitute the acquisition cost.

The Federal Pover Commission is abusing

the cost concept in ordering, or even in permitting, the charging of a
debit acquisition adjustment amount against earned surplus.

Moreover,

the failure to observe the cost concept in accounting for a plant
acquisition leads automatically to an improper matching of cost and
revenue over the productive life of the acquired plant.
The action of the Federal Power Commission in requiring the write
off of plant acquisition adjustments cannot be explained by analyzing the
origin of these amounts.

Paton states a

sition adjustment account may be said to

debit balancein a plant acqui
include threemain elements:

1.

The excess of the actual cost of land, water rights, and
other natural resources over the "original cost" of such
factors;

2.

The excess of the actual cost of structures and equipment—
depreciable assets--over their original cost, resulting
primarily from advancing prices for equipment and higher
costs of construction, after taking into account the effect
of accrued depreciation;

3.

An amalgam of intangibles. 7

The Federal Power Commission has apparently ignored the existence
of increasing plant cost3, but has placed much credence in the intangible
factor.

In fact, Mr. Smith has asserted that plant acquisition adjust

ments "represents the cost of intangibles, particularly prospective earn
ing power."-*0

This may be completely true in certain cases.

It has

previously been established that in paying an amount in excess of the

^Paton, o£. cit., p. It-39*
-^Testimony of Mr. Charles W. Smith, loc. cit.;
op. cit., p. W-l.

See also Paton,
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depreciated original cost upon the acquisition of utility property, the
buying company must be willing to accept a lower rate of return on its
investment than was being earned by the previous onwer.

The validity of

this statement rests necessarily on the use of the depreciated original
cost as the rate base in regulatory proceedings.

Actually, the buying

company could capitalize the excessive earnings in computing the maximum
price that could be paid upon the acquisition of utility property.

But

even if the total of the acquisition adjustment represents intangibles,
there is no sound basis for the write-off of this amount against earned
surplus, or for the amortization of the "intangibles" over a shorter
period of time than the life of the physical properties to which the
intangibles are identified.
In the acquisition of a mixed aggregate of property, consisting
of both tangible and intangible elements, sound accounting practice
requires that the amount assigned to the intangible assets should not be
based on the lump-sum consideration in excess of the book value of the
assets on the books of the seller, as undoubtedly is the case in account
ing for electric utilities, but the amount attributed to intangible assets
should be the excess of the actual cost to the buyer over the estimated
values of the component physical elements.

Once the cost is accurately

determined, the treatment to be accorded intangible assets in subsequent
financial statements depends on the nature of the intangible assets.
Generally accepted principles of accounting recognize two types
of intangible assets which may arise in the purchase of a mixed aggregate
of

property.^

Type A intangibles includes those having a limited

5-'-American Institute of Certified Public Accountants, Accounting
Research Bulletin No. k3, Restatement and Revision of Accounting Research
Bulletins, pp. 37-^0*
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existence whereas Type B is comprised of intangible assets with no
indication of limited life.

The minute details in accounting for these

types of intangibles are not here important.

In general, Type A intang

ibles, such as patents, copyrights, goodwill as to which there is evidence
of limited duration, et cetera, are amortized systematically over the
period of time benefited; Type B intangibles, for example, goodwill gen
erally, going value, trade names, and the like should be written off when
there is reasonable evidence that they have become worthless.

As

Mr. Smith speaks of the plant acquisition adjustments representing pros
pective earning power, it is probably safe to assume that the bulk of
the intangibles included in the acquisition adjustments is of Type B.
Therefore, minor support can be found in accounting thought for the elimi
nation of that portion of plant acquisition adjustment which is composed
of Type B intangibles.

As a going concern operating in a regulated

sphere where no recognition is given to the acquisition adjustments in
rate proceedings, the elimination of the acquisition adjustments, if
composed entirely of Type B intangibles, from the books of an electric
utility is valid.

From the standpoint of stewardship accounting, however,

the prospective earning power included in the acquisition adjustments
should be amortized over the period of time used in capitalizing the
excessive earnings.

This is the only way whereby the efficiency of

management can be reasonably measured.
The whole argument breaks down, though, in permitting the
immediate write-off of the so-called "intangibles" against earned sur
plus.

The AICPA has explicitly ruled on this point.

In the words of

the Committee on Accounting Procedure of the AICPA:
Lump-sum write-offs of intangibles should not be made to
earned surplus immediately after acquisition, nor should
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intangibles be charged against capital surplus. If not
amortized systematically, intangibles should be carried
at cost until an event has taken place which indicated a
loss or a limitation on the useful life of the intangibles.
In permitting a direct write-off of acquisition adjustments against
earned surplus, the Federal Power Commission is violating the cost basis
of accounting and prohibiting a proper periodic matching of cost and
revenue.

Plant acquisition adjustments should be dealt with on the same

basis as the original cost segment of the actual cost to the present
owner.

If the Federal Power Commission is generous and permits an amor

tization of the acquisition adjustments over future periods, the period
of amortization should not be arbitrary, but should normally be based on
the productive lives of the physical assets.

Indeed, in certain cases,

the period of amortization for certain intangible elements may be longer
than the productive life of any tangible asset in the aggregate purchase.
In negotiations between the buyer and seller upon the acquisition of an
operating unit or system, the buyer may have granted the seller an allow
ance for the intangible assets associated with the developed territory.
Intangible assets of this nature could properly remain on the books
indefinitely.
From a regulatory viewpoint, the logic of the Federal Power
Commission in requiring the rapid elimination of the acquisition adjust
ments is not too clear.

As previously indicated, neither the amount

lodged in the acquisition adjustments account nor the amortization charge
on the income statement have any bearing on rate regulation.

The books

of account and the periodic reports filed with the regulatory bodies dis
close both the original cost and the acquisition adjustments whereas any

52Ibid., p. 40.
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amortization of acquisition adjustments is generally shown "below the
line" on the income statement.

But an immediate write-off or a rapid

amortization of a part of the actual cost to the accounting entity
expended upon the acquisition of an operating system would no doubt
increase the cost of the entity's capital because of either a reduction
of earned surplus available for dividends or a reduction in current
earnings.

Regulatory bodies consider, among other things, the cost of

capital in establishing the rate of return in rate proceedings.

It

would appear then that the action of the Federal Power Commission in
eliminating the acquisition adjustments would actually result in larger
earnings to the utility companies than if generally accepted accounting
principles were followed in accounting for the acquisition adjustments.
Also, the restraint on the purchase and sale of utility property
resulting from the accounting disposition of the difference between the
actual cost and the depreciated original cost probably increases the
cost of capital in the long run.

Paton reports that in one case the

buyer refused to go ahead with a purchase transaction when confronted
with a directive requiring the immediate write-off of approximately onehalf of the total cash cost of the property.
The convention of comparability of accounting data can also be
raised as an objection to the original cost provisions of prescribed
plant accounting for electric utilities.

For example, assume that a

utility company buys one plant with a depreciated original cost of
$500,000 on the books of the vendor for $1,000,000, and builds a sub
stantially identical plant for another $1,000,000.

The two plants may

be comparable in several respects— same date of acquisition, identical

53paton and Paton, og. cit., p. 388.
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cost to the accounting entity, capable of rendering equal service to
consumers— but one plant amy be carried on the books at $ 500,000 whereas
the other would be carried at its initial cost of $1,000,000.

Accounting

of this nature merely adds to the confusion which exists in the interpre
tation of financial statements.
Other Utility Plant Accounts: The scope of electric plant in
comparison with the classification of plant and equipment in industrial
or commercial accounting is more comprehensive than has been indicated by
referring to the inclusion of intangible assets within the concept of
utility plant in accounting for electric utilities.

Utility plant includes

not only electric plant in service, but also electric plant leased to
others, electric plant held for future use, and construction work in
process.
In non-regulated enterprises, a positive correlation is antici
pated between plant and equipment and sales, gross margin, or net income
from operations; hence, it is important for purposes of analysis and
interpretation that the plant and equipment classification be restricted
to items which contribute to the realization of sales revenues.

To

observe the concept of full-disclosure, it is necessary to recognize
separately plant items, if material in amount, which are not used in the
normal operations of the business entity.

Although frequently in practice

the plant and equipment classification is extended to include these items,
plant items leased to others or properties held for future use are more
properly classified as investments whereas construction work in process
should be shown as a miscellaneous or other asset on published financial
statements.

The financial analyst, being fully informed as to the facts,

is then in a position to exercise his judgment regarding these items in
evaluating the performance of the company.
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The inclusion of electric plant leased to others, electric plant
held for future use, and construction work in process within the concept
of utility plant in accounting for regulated utilities is of no benefit
to the regulatory process.

Except under unusual circumstances, these

items are excluded from the rate base in rate proceedings, and accord
ingly do not contribute to the realization of operating revenues.

In

other words, under the conventional concept of rate regulation, operating
revenues of electric utilities are derived solely from the utility plant
in service plus a reasonable allowance for working capital.

The invest

ment in utility plant in service is disclosed in the financial statements
and supporting schedules included in the periodic reports filed with
regulatory bodies, but in the financial reports made available to the
general public, the financial statements are commonly presented in con
densed form and fail to disclose separately the amounts of electric plant
leased to others, electric plant held for future use, and construction
work in process.

Thus, the financial analyst is unable to employ the

traditional interpretative tools with the same degree of accuracy that
is possible in analyzing the financial operations in non-regulated areas.
The disclosure given to the composition of utility plant on
published financial statements of electric utilities must be considered
in relationship with the requirements of the Securities and Exchange
Commission.

Sufficient disclosure of plant and equipment is provided

for in reporting for non-regulated enterprises; the requirements of the
Securities and Exchange Commission for the disclosure of plant and equip
ment on balance sheets, as set forth in Regulation S-X, are as follows:
State separately here, or in a footnote referred to herein,
if practicable, each major class, such as land, buildings,
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machinery and equipment, leasehold or functional grouping
and the basis of determining the a m o u n t s . 5^
But public utilities are subjected to different standards when the
Securities and Exchange Commission specifies:
Tangible and intangible utility plant of a public utility
company shall be segregated so as to show separately the
original cost, plant acquisition adjustments, and plant
adjustments, as required by the system of accounts
prescribed by the applicable regulatory authority. "
Consequently, disclosure of the details supporting electric utility plant
is drastically lacking in comparison with common accounting practices.
study of the financial statements and accompanying notes included in the
annual reports of twenty-five electric utilities revealed the following:
1.

Valuation on an original cost basis was disclosed in
every case, but no explanation of the concept of original
cost in utility accounting was contained in any report.

2.

Six companies disclosed an acquisition adjustment
(commonly called cost in addition to original cost), and
indicated the period of amortization. Three other com
panies stated the acquisition adjustments had been fully
amortized; however, since the amortization entries are
made directly to the acquisition adjustment account
rather than to a contra account, disclosure of fullyamortized acquisition adjustments is not always assured.

3.

In no case was there an attempt made to inform the readers
of the financial statements as to the effect of prescribed
accounting upon the cost of the utility plant.

h.

Twelve diversified companies disclosed the investment in
electric plant, gas plant, and other utility plant.

5 . Three conpanies revealed the cost of construction work in
process; one company indicated the cost of plant held for
future use; one company stated that utility plant included
intangibles, but did not indicate the amount; one company
stated that no intangibles were included in utility plant;
and one company listed a sizeable amount of unclassified
plant.

^^Jnited States Securities and Exchange Commission, Regulation
S-X, p. l^.

55loc . cit.
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The joint committee of the American Gas Association - Edison
Electric Institute reported similar findings in its study of the financial
reporting practices of utilities for the years 1957 through 1959*

The

minimum requirements of the Securities and Exchange Commission for the
disclosure of utility plant on published financial statements of electric
utilities leaves much to be desired; in isolated cases where an attempt
has been made to follow generally accepted accounting practices in dis
closing the composition of utility plant, the action of the management of
the utilities, possibly with the encouragement of public accounting firms,
exceeded the requirements of the Securities and Exchange Commission.
The materiality of electric plant in service to the other utility
plant accounts partly justifies the prescribed procedures in utility
plant accounting.

On December 31* 1959* 9h.h°jo of the electric plant

investment of 269 Class A and Class B electric utilities was represented
by electric plant in service; 5*2$ was composed of construction work in
process, and the balance of ,k°jo was attributed to electric plant leased
to others, electric plant held for future use, and plant acquisition
adjustments.^

Still, in certain situations with individual companies,

the latter items could represent a sizeable segment of the plant invest
ment.

Under such conditions, sound reporting practices would require

disclosure of the plant investment beyond the requirements of the
Securities and Exchange Commission.

The responsibility for this dis

closure rests largely on the members of the public accounting profession.

-^The Joint American Gas Association - Edison Electric Institute
Project Committee on Financial Reporting, loc. cit.
^Federal Power Commission, Statistics of Electric Utilities in
the United States, 1959* Publicly Owned, p. XXV.
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Depreciation of Electric Plant in Service
Many writers have discussed the nature and purpose of depreciation
of plant and equipment in non-regulated as well as regulated industries.
No attempt is made in this paper to present fully the historical develop
ment of depreciation accounting or to discuss all of the many ramifica
tions in accounting for the depreciation of utility plant; the main purpose
of this section is to examine the current thinking with respect to the
prescribed procedures of accounting for the depreciation of electric plant
in s e r v i c e . T h e discussion is restricted to electric plant in service
because of the materiality of this item in the composition of utility
plant.
The Committee on Terminology of the AICPA has defined depreciation
accounting as follows:
Depreciation accounting is a system of accounting which aims
to distribute the cost or other basic value of tangible capital
assets, less salvage (if any), over the estimated useful life
of the unit (which may be a group of assets) in a systematic
and rational manner. It is a process-of allocation, not of
valuation. Depreciation for the year is the portion of the
total charge under such a system that is allocated to the year.
Although the allocation may properly take into account occur
rences during the year, it is not intended to be a measurement
of the effect of all such o c c u r r e n c e s . 59
Stated simply, the purpose of depreciation accounting is to apportion the
cost of an asset over the operating periods benefited by the utilization
of the asset.

The recognition of depreciation complies with the concept

5®For a comprehensive analysis of the problem of utility plant
depreciation, see Perry Mason, Principles of Public-Utility Depreciation
(Chicago: American Accounting Association, 1937)*
59American Institute of Certified Public Accountants, Accounting
Research Bulletin, No. 22 (New York, 19¥0, reprinted in the Instituted
Accounting Terminology Bulletin, No. 1 (New York, 1953)*
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of matching costs and revenues.

It is thus apparent that depreciation '

is a determinant in the measurement of periodic business income.
This view of depreciation coincides with the usual treatment of
depreciation for rate-making purposes.

Utilities are permitted to

recover their capital outlays through periodic charges for depreciation.
The amount of the annual allowance is shown "above the line" on the
income statement, hence being charged to consumers as a legitimate cost
of doing business.

Most commissions have the statutory power to regulate

the accrual of depreciation.

The problem is still highly controversial

due to the absence of any single, theoretically correct answer.

As a

consequence, diverse methods and procedures are prescribed by state and
federal regulatory commissions.
As stated in Chapter IV of this paper, depreciation accounting
was included in the important revisions made in the prescribed systems
of accounts that were set forth by the Federal Power Commission and the
NARUC in 1937*

Prior to that time, the utilities had generally prac

ticed some form of retirement policy in accounting for capital assets.
One method of retirement accounting is based on the theory that no
depreciation should be recognized until the asset is eliminated from
service; at the time of retirement, the cost of a plant item less any
net salvage value is charged in full to operations.

Under another view

of retirement accounting, no depreciation is recognized until an asset
is retired, but at that time the cost of the replacement is charged
directly to operations.

In order to equalize retirement costs each

year, the utilities also modified the retirement policy by making some

^®Paton and Paton, o£. cit., p. 390.
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annual charges to retirement expense and thereby accumulating a retirement
reserve.^

All of these methods of retirement accounting had one element

in common— the utilities were able to manipulate or to normalize the
periodic net income.

Such conditions were undesirable both from a regu

latory and an accounting standpoint.
The prescription of depreciation accounting by the various regu
latory commissions during the 19 3 0 's resulted in the elimination of one
of the major differences in accounting for electric utilities and the
prevailing generally accepted accounting practices.

Further considera

tion will be given to the appropriate annual charge for depreciation in
the determination of periodic net income in the following chapter.

^-Troxel, o£. cit., p. 339•

CHAPTER VI
THE DETERMINATION OF UTILITY INCOME

The art of accountancy in the United States received impetus
during the latter part of the nineteenth century when bankers and other
creditors began to request potential debtors to submit financial data
upon applying for credit.

These early creditors were chiefly concerned

with the net worth of the debt applicant and the margin of safety of
the creditor in the event of insolvency; thus, the balance sheet was
the primary instrument upon which creditors based their decisions in
granting credit.

The income statement was viewed as merely a connecting

link between successive balance sheets.
The increasing use of long-term credit instruments forced creditors
to give more consideration to the earning power of the debtor.

Creditors

realized that earning power must be present in order for a debtor to be
financially able to liquidate a debt in the distant future.

The account

ing summary which portrays the earning power of a business entity is the
income statement.

The income statement is the end result of the matching

of costs and revenue for a period of time.

Without doubt, this periodic

matching of costs and revenue is the most difficult of accounting problems.
The purpose of this chapter is to examine the periodic matching of costs
and revenue for an electrical utility.
discussion is:

A focal question throughout this

From the standpoint of comparability of income statements
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of regulated and non-regulated industries, are creditors, investors, and
other users of the financial statements of electrical utilities adequately
informed?

Generally Accepted Principles of Income Determination

The subject of income determination has received a major share
of attention in the professional literature during the past years; never
theless, considerable misunderstanding exists today in the business world
concerning the measurement of net income.

This state of confusion stems

partly from the multitude of procedures, forms, and terminology used by
accountants in the measurement process; but the most important reason for
misunderstanding in the realm of business income can be attributed to the
limitations of accounting as the art has evolved to this date.

The

answers sought by investors, labor groups, and the like are not readily
available from general-purpose financial statements.

However, the vast

majority of the readers of the published financial statements probably
regard the amount of net income shown on the income statement as the
most significant figure disclosed on the financial statements.
The significance of net income is due to the nature of the
income or profit and loss statement.

As the operation of any business

is a continuing stream of activity, it is desirable to take a "test read
ing" periodically to determine the efficiency of the management entrusted
with the firm’s resources.

The amount of the net income represents the

earning power of the resources devoted to the operations of the business
entity.

This earning power is commonly expressed in terms of a percent

age or in absolute terms of earnings per share of capital stock.
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Prominence is given to such interpretative ratios in annual financial
reports as well as in reports of investors' services and financial newspapers.
The importance of the income statement from a managerial viewpoint
should not be overlooked.

The income statement is used by management to

evaluate its past accomplishments and to plan its future operations.

A

vertical analysis of the income statement, whereby each cost or expense
item is expressed as a percentage of revenue, is useful to management for
purposes of cost analysis and control.
The AICPA has rightly recognized the significance attached to net
income.

The Committee on Accounting Procedure of the AICPA has stated:
The fairest possible presentation of periodic net income,
with neither material overstatement nor understatement, is
important, since the results of operations are significant
not only to prospective buyers of an interest in the enter
prise but also to prospective sellers. 1

But it should be observed that precise measurement of net income has not
and probably will never become a reality.

Recognizing this fact, the

AICPA has cautioned that undue reliance should not be placed upon the
results of income determination.

2

In order to understand the difficulties

encountered in the measurement of net income, it becomes necessary to
acquire a conception of the theoretical structure of income determination.
This theoretical structure is composed of a group of interrelated concepts.
These concepts are considered in the following paragraphs.

American Institute of Certified Public Accountants, Accounting
Research Bulletin No. ^3, Restatement and Revision of Accounting Research
Bulletins, p. 7*
2

Ibid., pp. 18 and 65.
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Basic Concepts in the Measurement Process
Various words--concepts, conventions, principles, standards,
postulates, tenets, and canons--have been used at one time or another to
refer to certain basic assumptions of accounting.

Accountants are not

in complete agreement as to the terminology used in referring to these
assumptions; moreover, accountants are not in complete agreement in the
compilation of these assumptions.

This presentation is not intended to

be exhaustive, but only to present some of the concepts that are wellrecognized and the acceptance of which is necessary in the measurement
of net income.
The Accounting Period: Basic to the measurement of net income
for a business entity is the adoption of the accounting period.

The

acceptance of the accounting period convention permits the preparation
of progress reports on an interim basis throughout the indefinite life
of the business entity.

Although the exact amount of net income real

ized cannot be ascertained until the termination of all business
activity, the interim reports afford a continuous review of the earning
power of the resources invested in the business.

The period of time

for which these progress reports are prepared is known variously as
the accounting, fiscal, or operating period.
Although income or operating statements are frequently prepared
for managerial purposes on a quarterly or monthly basis, the accounting
period most commonly selected for financial reporting to the general
public is the calendar year.

The main problem created by the division

of the life span of a business entity into arbitrary periods of time is
the assignment of revenues and expenses to the proper accounting period.
The failure of the flow of entity transactions to conform exactly with
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these prescribed time intervals necessitates the acceptance of another
basic assumption of accounting--the matching process.
The Matching Process: The determination of net income results
from the application of the concept of the periodic matching of cost
and revenue.

Net income emerges when recognized revenues exceed recog

nized expenses; on the other hand, a net loss is incurred when the
expenses exceed revenues.

The accountant must not only determine the

amount of revenue to be recognized in a particular accounting period,
but he must also determine the proper amount of expense to be deducted
therefrom in a sound determination of net income.
Finding satisfactory bases of association is the major problem
encountered in the matching of cost and revenue.

Ideally, all expenses

incurred in the realization of revenue should be included in the measure
ment of net income for an accounting period.

However, revenue and

expenses must not only be related to each other but also to the account
ing period under consideration.

The matching of revenue and expense

items to the accounting period necessitates the acceptance of the accrual
basis of accounting.

The accrual basis of accounting, in contrast with

the cash basis, has been adopted in order to recognize revenue and
expenses in the proper accounting period.

The recognition of certain

revenue or expenses may be accelerated by the accrual basis of accounting
whereas the recognition of other items may be deferred.

The accrual or

deferment of revenue or expense recognition at the end of an accounting
period eliminates some of the disadvantages created by dividing the life
span of a business unit into defined accounting periods.

As revenue or

expense recognition can be accelerated or deferred for accounting purposes,
the flow of entity transactions becomes primarily a financial management
factor.
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Going Concern: That the operations of the business enterprise
will continue is another required assumption in the measurement of busi
ness net income.

By adopting the concept of the going concern, the

accountant is not compelled to estimate forced sale or liquidation values
for the assets or unexpired costs of a business entity whenever financial
statements are prepared.

Income determination would become a valuation

process rather than a measuring process without the acceptance of the
going-concem viewpoint.

Thus the accountant would be a financial

appraiser rather than a financial historian.
The Cost Concept: The accountant has been rightly called a
historian.

In recording, classifying, and summarizing business trans

actions, the accountant uses the documentary evidence of the business
transactions as a basis for his work.

By this process, the reports of

the accountant are supported by objective, verifiable evidence in the
form of business papers.

Although serious limitations exist in account

ing because of the observance of the cost concept, a more satisfactory
approach has not been devised.
One of the limitations of accounting attributed to the cost
concept is the failure of the accounting profession to recognize fluc
tuating price levels.

In using the historical cost as a basis for

accounting records and reports, the accountant is assuming a stable mone
tary unit which is contrary to economic reality.

Another limitation of

accounting which can be attributed to the cost concept is the rejection
of implicit costs in the measurement of net income.

Only explicit costs

or costs clearly supported by business papers and for which a cash
outlay was or will be required are recognized as deductions from revenue
in the determination of business net income.

Implicit costs, such as
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the salary of an owner-manager of a proprietorship, are not acknowledged
as operating expenses of the business entity.

Yet in decision-making,

both explicit and implicit costs should be recognized.

These limitations

have arisen due to the desirability of keeping accounting on an objective
basis of historical cost.
Conservatism: The doctrine of conservatism has a decided influ
ence upon the acceptance of accounting methods employed in the determi
nation of net income.
as follows:

Conservatism in accounting can be simply stated

Provide for all losses; anticipate no income.

Although

unwarranted exercises of conservatism which distort net income and 3hift
profits from one accounting period to another cannot be condoned, a
degree of conservatism as a precautionary measure is acceptable because
of the human element involved in the work of the accountant.
In defining accounting as an art, the AICPA placed great
emphasis upon " . . . the creative skill and ability with which the
accountant applies his knowledge to a given problem."3

Whenever an

error of personal judgment is quite likely, a conservative treatment of
an accounting problem would be the preferred course of action.
Consistency: Consistency has an important place in accounting
thought and action.

The standard auditor's report accompanying certified

financial statements contains an expression that the accounting princi
ples used in the preparation of the financial statements were "applied
on a basis consistent with that of the preceding year."

Under the doc

trine of consistency, the auditor is required to disclose not only the

^American Institute of Certified Public Accountants, Accounting
Terminology Bulletin No. 1, Review and Resume, p. 9*
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existence of material departures from previous procedures, but also the
effect of the change.

This information is especially desirable in the

comparison of income statements of different accounting periods.
Full Disclosure: As an additional aid in the comparison and
analysis of financial statements, accountants observe the concept of
full disclosure in the preparation and presentation of financial data.
This concept requires that full disclosure be given to all the facts
that are required in reaching informed opinions.

The existence of

many variations in accounting practices and the use of accounting state
ments by different groups for different purposes brought forth the con
cept of full disclosure in accounting theory.
In the analysis of financial statements, attention must be
given to the accounting methods employed in the depreciation of fixed
assets, the valuation of inventories and similar areas where the
selection and use of certain methods of accounting will have a material
effect upon the determination of net income and the statement of finan
cial position.

Therefore, whenever an alternative method is permi3 sable,

the accountant should disclose not only the monetary amount, but also
the accounting method used in obtaining the amount shown on the financial
statement.

Disclosure of the accounting methods used may be made within

the body of the financial statement or by means of an accompanying note.
In addition, full disclosure pertains to the manner in which the
financial data is presented.

To contribute to the proper interpretation

of the financial statements, the accountant should exercise care in the
choice of teiminology, data classifications, and the form of the
financial statements and supporting schedules.
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From the foregoing, it is evident that there is hardly a phase
of accounting theory that is not related to income determination. Income
determination occupies a dominant position in accounting theory today;
new accounting methods or procedures are either accepted or rejected in
view of their propriety in the measurement process.

The income state

ment is no longer regarded as a mere connective link between successive
balance sheets.

With recognition of the significance of net income and

the increased emphasis upon accuracy in the determination of net income,
there has been a tendency to regard the balance sheet as the connecting
link between successive income statements.
Marked differences exist between the form of an income statement
commonly followed for a merchandising or manufacturing enterprise and
the traditional form of an income statement for a utility firm such as
a power and light company.

Some of these differences can be attributed

to the nature of the productive operations of a utility firm whereas
other distinct features have been incorporated within the income state
ment of a utility firm as a possible aid in the regulation of earnings.
As a basis for comparison of income statements of regulated and nonregulated industries, the conventional form of an income statement for
a non-regulated industry will now be examined.

Conventional Form and Content of the Income Statement
The Multiple-Step Income Statement: The form and content of
Income statements vary considerably.

A common practice is to present

the income statement in multiple-step form which normally includes
sections for sales (or income from services), cost of goods sold (or
expenses of providing services), operating expenses, other income and
taxes.

Figure k on page 106 illustrates a multiple-step income statement.

io6
Figure 14Multiple-Step Income Statement
THE ABC COMPANY
INCOME STATEMENT
For Year Ended December 31> 19^1

Revenue from sales:
Gross s a l e s ...........................
Less: Sales returns and allowances . . .
Sales d i s c o u n t s ................
Net s a l e s .............................
Cost of goods sold:
Merchandise inventory, January 1, 1961
.
Add: Merchandise purchases ............
$xxx
Freight i n ...........
xxx
Delivered cost of purchases . . . .
$xxx
Less: Purchases returns and allow
ances
$xxx
xxxxxx
Purchases discount...........
Merchandise available for s a l e .......
Less: Merchandise inventory, December
31 , 1 9 6 1 ...................
Cost of goods s o l d ....................
Gross profit on 3a l e s ....................
Operating expenses:
Selling expenses:
Sales s a l a r i e s ...........
$xxx
Advertising expense ..................
xxx
Depreciation expense - Selling . . . .
xxx
Miscellaneous selling expenses . . . .
xxx
General expenses:
$xxx
Officers and office salaries ........
Supplies expenses ....................
xxx
Depreciation expense - General . . . .
xxx
Miscellaneous general expense
xxx
Total operating e x p e n s e s ..............
Net profit from operations . . . . . . . .
Other income and expenses:
Other income:
Interest income .....................
$xxx
Dividend income...........
xxx
Other expenses:
Interest expense ....................
Add: Excess of other income over other
e x p e n s e s .....................
Net income before income taxes .....................
Less: Income t a x e s .....................
Net income after income taxes .......................

$xxx
$xxx
xxx

xxx
$xxx

$xxx

xxx
$xxx
xxx
xxx
$xxx

$xxx

xxx
xxx
$xxx

$xxx
xxx
xxx
$xxx
xxx
$xxx

I
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Proponents of the multiple-step income statement maintain that
the intermediate balances such as net sales, gross profit on sales, net
profit from operations and the like are of benefit in the analysis and
interpretation of the results of operations.

On the other hand, the

opponents of the multiple-step income statement point out that the
various sectional labelings and profit designations are confusing and
misleading to the reader of the financial statement.

This group also

objects to the implication that certain costs and expenses take prece
dence over others as deductions from revenue, and insist that there is
no profit until all costs and expenses have been deducted.

The Single-3tep Income Statement: During recent years increasing
usage has been made of a single-step income statement which avoids sec
tional designations and intermediate balances.

This form has the full

support of those who object to the multiple-step income statement.

A

condensed form of a single-step income statement is illustrated in
Figure 5 on page 108.
For managerial purposes, the considerable detail provided by
the multiple-step income statement assists management in the analysis
and control of operating costs and expenses.

However, the simpler

condensed form of the single-step income statement is probably adequate
in the majority of cases for financial reporting to the general public.
A greater problem, and one which has created quite a controversy
in the accounting profession, concerns the method of reporting items
which do not relate solely to the accounting period under consideration,
but are considered to be extraordinary, nonrecurring and unpredictable.
Unusual gains and losses and corrections in profits of prior periods are
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Figure 5
Single-Step Income Statement

THE ABC COMPANY
INCOME STATEMENT
For Year Ended December 31* 19^1

Net s a l e s .........
Other income - interest and dividends.................
Total revenue.......................................
Deduct:
Cost of goods s o l d .................................
Selling expenses ...................................
General expenses ...................................
Other expenses - interest...........................
Income taxes .......................................
Total deductions
Net income . . . .

$xxx
xxx
$xxx
$xxx
xxx
xxx
xxx
xxx
XXX
&XXX
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included in this group.

Although there is general agreement that a clear

demarcation should be given to these extraordinary items, there is not
complete agreement as to how the special items should be reported on the
statements summarizing the activities of the business entity.
One method is to show the unusual and nonrecurring items on the
income statement immediately after the amount designated as net income
after taxes.

A second method is to carry the charges and credits arising

from such items directly to the Earned surplus or Retained earnings
account.

Under the second method of reporting, the extraordinary items

would not appear on the income statement, but would be shown on the
statement of retained earnings which is prepared to summarize the changes
in earned capital during the accounting period.

Each method of reporting

extraordinary items has certain advantages and disadvantages.
The All-Inclusive Income Statement: When extraordinary items
are reported on the income statement, it is said that the income state
ment has been prepared in accordance with the all-inclusive concept of
income determination.

The advocates of the all-inclusive income state

ments, which includes both the American Accounting Association and the
Securities and Exchange Commission, recommend the inclusion in the
income statement of all items of profit and loss recognized during the
period, whether or not they are directly related to the operations of
that period.

Based on a proprietary concept of income, the all-inclusive

income statement presents the full story of the financial activities of
the business entity during the accounting period under review.

Thus,

the reader of the income statement does not have to search elsewhere for
information pertaining to operations.

Care should be exercised, however,

in clearly setting forth the net income after taxes based on normal
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operations and in describing precisely the nature of the final figure of
the income statement.
The Current Operating Performance Income Statement: The current
operating performance concept of income determination has been advanced
in order to emphasize the basic earning power of the business entity
under normal conditions.

Basing their arguments of a concept of income

related to normal operations and to the accounting period, the advocates
of the current operating performance income statement hold that miscon
ceptions are likely to arise as to exactly which amount reported on an
all-inclusive income statement represents the earnings for the period.
In recognizing the significance attached to net income, the AICPA pre
fers the current operating performance statement; however, the allinclusive statement has been termed acceptable by the AICPA in view of
its recommendation by the Securities and Exchange Commission.
The principal disadvantage of the current operating performance
statement is the omission of certain items of profit and loss from the
determination of business income.

The reader of a current operating

performance income statement is compelled to consider both the income
statement and the statement of retained earnings to reach an informed
opinion concerning the current activities as well as the long-run earn
ing capacity of the business entity.

This disadvantage has been offset

by the introduction and increasing usage of a combined statement of
income and retained earnings.

The Income Statement of an Electric Power and Light Company
The income statements included in the annual financial reports
of electric power and light utilities follow generally the system of

Ill

accounts as prescribed by regulatory bodies.

No control is exercised

by the Securities and Exchange Commission over the form of presentation
of the income statements of public utilities.

On this point, Regulation

S-X issued by the Securities and Exchange Commission provides as follows:
A public utility company using a uniform system of accounts
or a form for annual report prescribed by Federal or state
authorities, or a similar system or report, shall follow
the general segregation of revenues prescribed by such
system or report.
A similar provision in Regulation 3-X applies to the segregation
and reporting of expenses on the income statements of public utilities.
This is another area in which the Securities and Exchange Commission has
relinquished control over the financial reporting practices of public
utilities.

Thus, the regulatory bodies possess unlimited authority over

the dissemination of income data of public utilities to the general
public.

This condition is quite unusual inasmuch as the basic function

of the regulatory bodies is to protect the interests of the consumers
whereas the Securities and Exchange Commission has as its basic purpose
the protection of the interest of the investors.

A conflict of interest

in the performance of this dual function by the regulatory bodies would
no doubt result in action by the regulatory bodies which would prove to
be favorable to the consumers' interests.

The Uniform System of Accounts Effective on January 1, 1961
The income accounts included in the uniform system of accounts
prescribed by the Federal Power Commission for electric power and light
companies were presented on Figure 2, page 53, of this paper.

The

United States Securities and Exchange Commission, Regulation
S-X, p. 17*
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grouping of these accounts, which became effective on January 1, 19&1,
would indicate that the Federal Power Commission prefers the current
operating performance concept of income determination, and also recom
mends the presentation of a combined statement of income and earned
surplus.

The inclusion of the earned surplus accounts with the revenue

and expense accounts is perhaps the most important change in the new
system of accounts with respect to the presentation of income data.^
Sufficient time has not passed in order to evaluate the statements
prepared under the new system of accounts.

The Uniform System of Accounts Effective January 1, 1937 to January 1, 1961
Under the system of accounts effective prior to 1961 which was
in force when the financial statements examined in this study were pre
pared, the current operating performance income statement was also
recommended, but the inclusion of the earned suiplus accounts with the
balance sheet accounts would indicate a preference for separate state
ments of income and earned surplus.

Considerable variations, however,

axe to be found in the usage of terminology and the form of presentation
of income statements included in the annual reports of electric power
and light companies.

A typical statement prepared for a diversified

utility company is illustrated in Figure 6 on page 113.
The principal difference in the form of an income statement of a
utility firm and the form commonly utilized in commercial accounting
concerns the classification of expense items as either operating revenue
deductions or income deductions.

This distinction between operating

^3ee Appendix II, page ill, of the Uniform System of Accounts
Prescribed for Public Utilities and Licensees (Class A and B ).
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Figure 6
Income Statement of an
Electric Power and Light Utility

THE ABC UTILITY COMPANY
INCOME STATEMENT
For Year Ended December 31, 19^1

OPERATING REVENUES:
Electric.......................................
G a s ...........................................
O t h e r .........................................
T o t a l .......................................

$xxx
xxx
xxx

OPERATING REVENUE DEDUCTIONS:
Operations.....................................
M a i n t e n a n c e ...................................
Depreciation ...................................
Taxes, other thanfederal income .................
Federal income t a x .............................
Total
...............................

$xxx
xxx
xxx
xxx
xxx

$xxx

xxx

OPERATING INCOME .................................

$xxx

Non-operating income .....................................

xxx

GROSS INCOME...................................
INCOME DEDUCTIONS:
Interest on long-term d e b t ....................
Amortization of electric plant
acquisition adjustments .........................
Interest charged to construction (credit) . . . .
Other deductions...................................
T o t a l .......................................
NET INCOME ..............................................

$xxx

$xxx
xxx
(xxx)
xxx
xxx
$xxx
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expenses, which is referred to in utility accounting as "above or below
the line," is incorporated within the income statement solely for regu
latory purposes.

Only the operating expenses which are considered by

the regulatory body to be legitimate costs of rendering service are to
be included as revenue deductions, or shown "above the line."

Other

operating e3q>enses which cannot be included in regulatory proceedings
must be classified as income deductions, thus appearing "below the
line."

Individual expense items which are normally shown "below the

line" are presented later in this chapter.
In a study of the annual reports to stockholders of fifty-six
gas and electric utilities for the years 1957 through 1959 > a joint
committee of the American Gas Association - Edison Electric Institute
made several assertions relating to the presentation of income which
were supported by an analysis of the reports included in this study.^
The more important of these observations are summarized briefly as
follows:
1.

The conventional type of statement with revenues,
expenses, other income and income deductions, listed
in that order, was followed with only slight modifi
cation by fifty-three of the fifty-six companies in
1959* (See Figure 6 , page 113-)

2.

Nine companies elected to use a combined statement
of income and earned suiplus. However, in contrast
to the recent trend in commercial accounting, increas
ing usage of the combined statement is not indicated
as the same number of companies used this type of
statement over the three-year period covered by the
study.

^The Joint American Gas Association - Edison Electric Institute
Project Committee on Financial Reporting, o£. cit., pp. 2 7 - 3 4 and

54 - 6l.
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3.

The annual reports of thirty of the fifty-six companies
included in the study of the joint committee contained
condensed statements of income. In all cases, this
type of statement preceded the formal and certified
income statement.

The condensed statement of income is illustrated in Figure 7 , page ll6 .
In discussing the purpose of the condensed statement of income, the
remarks of the joint committee are of interest to the public accounting
profession.

The committee stated that the form of composition

. . . seems to convey the fact that the Condensed State of
Income represents an effort on the part of the concerned com
panies to present to their stockholders not only a statement
that might be more readily understandable than the formal
version, but also one that includes additional information
pertinent to company income and expenses that might prove
clarifying to stockholders.7
Although the use of supplementary statements and diagrammatic
presentations of income data is fairly common in commercial accounting,
it appears that the utility companies are going somewhat farther in
presenting the condensed statement of income.

Also, the question remains

as to whether the management of the utility companies concerned are accom
plishing their objective in including a "statement of income" which
differs radically from the certified statement.

The average investor

probably becomes confused when confronted with alternative income state
ments which at times are extremely difficult to reconcile.

A super

ficial analysis of the problem indicates that little has been gained by
including the condensed statement of income in the annual reports of
utility companies; however, the inclusion of this type of statement
undoubtedly detracts from the creditability of the certified income
statement.

7 Ibid., p. 55*

116
Figure 7
Condensed Statement of Income of an
Electric Power and Light Utility

CONDENSED STATEMENT OF INCOME

We Received
Sales of electricity
Sales of gas
From other sources
Total
We Paid (Out) or Set Aside
Wages, salaries and employee benefits
Gas purchased (also purchased power
where significant)
Material, supplies and other expenses
Taxes
Depreciation
Interest on borrowed money
Dividends on preferred stock
Dividends on common stock
Retained in the business
Total

Source:

$

|[

The Joint American Gas Association - Edison Electric Institute
Project Committee on Financial Reporting, "Financial Reporting
Practices and Trends as Disclosed by an Analysis of the Annual
Reports to Stockholders of 56 Ga3 and Electric Companies for
the Years 1957 through 1959/' (New York: American Gas
Association - Edison Electric Institute, i9 6 0 ), p. 5 6 .
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The basic elements involved in the determination of utility
income have been presented in the foregoing pages.

After this somewhat

general and brief view of income determination for a utility firm, con
sideration will now be directed to the more immediate problem; that is,
an analysis of specific areas in the determination of utility income
which differs markedly from generally accepted accounting practices of
a non-regulated enterprise.

Principally these topics have been sug

gested by the executives contacted in the primary research for this
paper.

The topics to be considered are as follows:
1. Current practices with respect to the depreciation of
utility plant.
2.

Degree of application of income tax allocation principles.

3.

Extraordinary losses occasioned by the abandonment of
utility plant items.

ii-. Treatment of charitable donations.
Each of these problem areas will now be discussed.

Depreciation of Utility Plant
The authority of the Federal Power Commission in prescribing
methods and rates of depreciation of utility property is expressed in
Section 302 of the Federal Power Act.

This section provides, in part,

as follows:
The Commission may, from time to time, ascertain and determine,
and by order fix, the proper and adequate rates of depreciation
of the several classes of property of each licensee and public
utility.®
Similar references pertaining to the depreciation of utility plant are

Q
Federal Power Commission, Federal Power Act, p. 38*
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found throughout the publications of the Federal Power Commission;
however, each of these references contains the same general language of
the quoted excerpt.
Perhaps the main reason for the lack of a direct statement set
ting forth the views of the Federal Power Commission with respect to
the methods and rates used in depreciation accounting is due to the over
lapping of the jurisdictions of the Federal and state commissions in this
area.

The authority of the Federal Power Commission extends only to

those phases of utility operations which are not covered by regulations
on the state level; therefore, the Federal Power Commission prescribes
rates of depreciations only when the Commission is of the opinion that
discrimination exists in the allocation of plant costs in the wholesale
distribution of electrical energy.

Thus, the principal regulators of

methods and rates of depreciation of utility plant are the respective
state commissions.
Various studies indicate that the straight-line method of
accruing depreciation is in general use in the utility field.

In 1953,

2ll out of 263 Class A and B electric utilities, or 92$ of the utilities
included in this classification, employed the straight-line method in
apportioning the cost of utility plant in equal amounts over the esti
mated life of the plant.

The other 8$ of the utilities included in this

classification used some form of an interest method (4$), retirement
method (3$)> or revenue method (1$).^

The Federal Power Commission

^Federal Power Commission, Electric Utility Depreciation Practices,
1958> Class A and B Privately Owned Companies (Washington, D. C.: U. S.
Government Printing Office, i9 6 0 ), p. 1.
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reports that these diverse methods are being used less and less in
favor of the much simpler straight-line method.
The general acceptance of the straight-line method of accruing
depreciation in the electrical industry no doubt stems from the prescrip
tion of straight-line depreciation accounting by the majority of the
state commissions.

The widespread prescription of the straight-line

method on the state level is summarized by the Federal Power Commission
as follows:
Of the 47 commissions having power to prescribe the method of
accruing depreciation, 21 have prescribed the straight line
method, 11 generally prescribe it and 7 though prescribing
no method state that straight line is generally used. Thus
in 39 of the 47 jurisdictions straight line depreciation is
in general use.lo
Because of its simplicity, the straight-line method of depreci
ation accounting is used to a considerable extent in accounting for
non-regulated enterprises.

However, as long as there is a systematic

and rational assignment of plant costs to the operating periods bene
fited by the use of the plant item, other methods of depreciation are
equally acceptable.

Accelerated methods, such as the sum-of-years-

digits or the declining-balance, which permit recovery of larger amounts
in the earlier years of the life of an asset have gained in popularity
since these methods were approved for tax purposes in 1954.

In many

instances, a decreasing charge for depreciation will actually achieve a
more equitable allocation of plant costs.

A decline in the productivity

of an asset or an increase in the cost of repairs and maintenance may
justify the use of an accelerated method of depreciation accounting.

^Federal Power Commission, State Commission Jurisdiction and
Regulation of Electric and Gas Utilities, i960 (Washington, D. C.:
U. S. Government Printing Office, i9 6 0 ), p. 9•
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Two important questions arise in evaluating depreciation
accounting in the utility field.

First, the question arises as to

whether the regulatory commissions should have the authority to prescribe
methods and rates of depreciation.

The affirmative answer is generally

agreed upon inasmuch as depreciation is one of the major costs of render
ing a public service.

Only by an exercise of control over the operating

costs can the regulatory commissions properly perform their functions.
But it should be emphasized that some of the commissions do not have
this authority while other commissions have lacked the funds or the
will to exercise control over the depreciation practices of utility com
panies.

In considering this situation, Bonbright comments as follows:
Not all commissions, however, have made clear vhat methods
of depreciation accounting they deem acceptable; and in
this event they are under at least moral pressure to accept
the method (if any) consistently and carefully applied by
the company in question, so long as it falls within the
limits of recognized good practice. 11
The second question concerns the prescription and general

acceptance of straight-line depreciation for accounting as well as for
rate-making purposes in the public utility field.

Paton states that

the virtues of straight-line depreciation are not so clear as to justify
the use of this method by all utilities.

According to Paton,

Management should be allowed some choice in the matter.
If a utility prefers the interest method, or some
systematic activity or production plan, or a reasonable
accelerated depreciation procedure, it would seem to be
unwise for the regulatory authority to insist on a rigid
straight-line accrual.1^

11Bonbright, op. cit., p. 212.
■^Paton and Paton, oj>. cit., p. 398*
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One of the factors normally listed as justification for the use
of straight-line depreciation in regulatory accounting is the assignment
of uniform annual amounts for depreciation over the lifetime of a fixed
asset.

On the surface it would then appear that the consumers of the

different years would be charged equal amounts for the consumption of
capital.

Such is not the case, however, as the utilities are compen

sated both for a return of capital (the annual depreciation charge)
and a return on capital (the rate of return).

With the straight-line

method, the total cost for the use of a fixed asset becomes smaller
and smaller as the asset approaches retirement.

A complicated interest

procedure could be used to equalize the total annual charges for the
use of a fixed asset, but the desirability of such equalization from
the standpoint of the consumers could be questioned.

The economic

implications of the diverse methods of computing depreciation from the
consumers' viewpoints are intense.
Other factors are partially responsible for the current use of
straight-line depreciation in regulatory accounting.

Straight-line

depreciation accounting has had widespread use in general accounting
for many years and only in the past decade has much use been made of
other methods of depreciation.

The approval of accelerated methods

for tax purposes led to the official sanction of these methods by the
AICPA in 195^«^^

Mention has been made previously of the difficulty

of giving recognition to evolving and changing views in regulated
accounting.

The coming years may witness a swing from an almost

complete use of straight-line depreciation in utility accounting to

■^see Accounting Research Bulletin No.
Institute of Certified Public Accountants.

issued by the American
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an acceptance and use of accelerated methods.

As will be discussed

subsequently, a tax allocation problem exists because utilities have
elected to take advantage of accelerated depreciation for tax purposes
while adhering to straight-line accruals for financial reporting pur
poses.

The lack of a satisfactory solution to the tax allocation issue

could strengthen the case for the use of accelerated depreciation for
accounting and regulatory purposes.

Tax Allocation Principles
Without question the most significant problem currently con
fronting utility firms relates to accelerated depreciation as permitted
by the Internal Revenue Code of 195^* and the related accounting and
rate-making aspects.

This issue has been before the commissions and

courts in a number of states, and as might be expected, there is a
wide variety of treatment for accounting and rate-making purposes.
Section 167 of the Internal Revenue Code of 195^+ provides for
the use of both the declining-balance and the sum-of-the-years-digits
methods of computing depreciation in the determination of taxable
income.

These liberalized methods were approved for tax purposes

primarily as a stimulus to additional capital investment in the business
world.

Since the subsequent approval of liberalized depreciation for

accounting purposes, many industrial concerns have elected to use the
liberalized methods for accounting as well as for income tax purposes.
Other concerns have elected to continue to use straight-line depreciation
for financial reporting, but have taken advantage of the larger deductions
for depreciation for tax purposes.

The resulting discrepancy between

accounting and taxable income gives rise to an allocation of income taxes
among accounting periods.

This inter-period allocation of income taxes
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is necessary to comply with the basic principle of matching costs and
revenues.
First, it should be understood that inter-period allocation of
income taxes is not a unique problem of the utility industry, although
the problem is more complicated in utility accounting due to the use of
accounting data for rate-making purposes.

Allocation of taxes has

warranted and received a considerable amount of attention during recent
years and a vast body of literature pertaining thereto has accumulated.-^
Also, it should be understood that principles of allocation of income
taxes may have to be employed whenever there is a difference in the
calculation of accounting and taxable income; however, this discussion
will be restricted to the allocation of taxes in utility accounting
brought about by the use of accelerated depreciation for tax purposes
and straight-line accruals for financial reporting and rate making.
In approving the use of accelerated depreciation methods as
generally accepted methods of accruing depreciation charges, the AICPA
anticipated that some concerns would probably continue to use straightline depreciation in the determination of accounting income but would
deduct the larger amounts in accordance with tax regulations for tax
purposes.

An attempt was made by the AICPA to provide for this possi

bility in the original research bulletin on the subject of accelerated
depreciation.

Quoting from Research Bulletin Mo.

issued by the

AICPA in October, 195^> the Committee on Accounting Procedure of the
AICPA stated that:

"^For a comprehensive presentation of allocation of income
taxes, see Arthur Andersen & Co., Accounting for Income Taxes (Chicago:
Arthur Andersen & Co., 1961 ).
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There may be situations in which the declining-balance method
is adopted for tax purposes but other appropriate methods are
followed for financial accounting purposes. In such cases it
may be that accounting recognition should be given to deferred
income taxes.
Actually, the concept of matching costs and revenues requires
that accounting recognition must be given to deferred income taxes.

In

order to have a complete and proper matching of costs and revenues, the
income statement should be charged for the income taxes applicable to
the net income reported thereon.

Since this amount may be more or less

than the current tax liability disclosed on the balance sheet, the
recognition of either deferred tax charges or credits may become
necessary.
The use of straight-line depreciation for accounting purposes
with the concurrent use of accelerated depreciation for tax purposes
results in an excess of accounting income over taxable income during
the early years of the life of an asset.

During this period of time,

the income tax expense shown on the income statement (based on account
ing profit) will exceed the amount of income taxes currently payable.
Therefore, during the early years of the life of the asset, the income
tax charge appearing on the income statement must be subdivided when
reported on the balance sheet as follows:

(l) the amount currently

payable (the tax liability based on taxable income), and (2 ) a deferred
tax credit.

In reality, the recognition of the deferred tax credits

during the years in which the accelerated depreciation exceeds the
straight-line depreciation charges amounts to an accumulation of income
taxes payable in future years.

The accelerated recovery of the cost

of the asset for tax purposes will eventually create an excess of taxable
income over accounting income.

During the latter years of the life of
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the asset, the tax currently payable will be more than the tax expense
charged on the income statement.

The excess of the current tax liability

over the tax expense is recognized as a current liability on the balance
sheet by a periodic transfer from the deferred tax credit account.

In

other words, the income tax accumulated in prior periods is now payable.
The use of accelerated depreciation for tax purposes then reduces the
immediate tax payments but increases the future tax payments.

Depreci

ation deductions for both accounting and tax purposes are limited to
the cost of the asset; hence, there is no permanent reduction in taxes
through the use of accelerated depreciation, but merely a deferral of
taxes until later years.

The application of income tax, allocation prin

ciples, also known as "normalization" or "tax-effect" accounting, is
appropriate in order to properly match costs and revenues on an accrual
basis over the life of an asset when different methods of depreciation
are used for accounting and tax purposes.
Another view advanced for the treatment of deferred income
taxes is known as the "flow-through" theory.^

This theory is popular

in utility accounting and is based on the premise of a permanent tax
saving rather than a deferral of taxes.

The proponents of the flow

through theory maintain that the declining depreciation charges on old
assets will be offset in future years by equal or greater depreciation
charges with respect to subsequent property additions.

Moreover, the

increased taxes during the latter service years of one asset will be
offset by the reduced taxes during the early service years of another
asset.

Although such offsetting constitutes unsound accounting, it

•^see Arthur Andersen & Co., The Alton Water Company Deferred
Tax Case (Chicago: Arthur Andersen & Co., i9 6 0 ).
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would also appear that the required assumptions would invalidate the
flow-through theory.

A permanent tax saving would necessitate a continu

ous growth at a stable or an increasing rate; in addition, accelerated
methods would have to be employed in computing depreciation charges on
additional capital investments for tax purposes.
With the flow-through theory, only the taxes currently payable
are reported on the financial statements.

The tax benefits obtained by

the use of accelerated depreciation are permitted to flow through to
the income statement, thus increasing the net income and retained earn
ings.

The adoption of this approach in accounting for income taxes has

been based on regulatory motives.

Some commissions have taken the posi

tion that the tax deferrals under accelerated depreciation constitute a
saving to the utility and, therefore, should be passed on to the con
sumers in the form of lower rates.

The flow-through theory of deferred

income taxes received at least partial recognition by the AICPA in a
revision of Bulletin No. hh in July of 1958*

The support for the flow

through theory is found in paragraph 8 of said bulletin which follows:
Many regulatory authorities permit recognition of deferred
income taxes for accounting and/or rate-making purposes,
whereas some do not. The committee believes that they should
permit the recognition of deferred income taxes for both
purposes. However, where charges for deferred income taxes
are not allowed for rate-making purposes, accounting recog
nition need not be given to the deferment of taxes if it may
reasonably be expected that increased future income taxes,
resulting from the earlier deduction of declining-balance
depreciation for income-tax purposes only, will be allowed
in future rate determinations.
This paragraph has been cited extensively as an example of special
accounting principles being adopted for regulated industries.
The wisdom of the Committee on Accounting Procedure of the AICPA
in making an exception to the recognition of deferred income taxes in
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case of public utilities is questionable.

An executive of a public

utility firm has stated that fifteen of the twenty-one members of the
Committee at the time of the issuance of Bulletin No. 44 (Revised) were
members of public accounting firms which, in the opinion of the executive, had done little public utility accounting work.

Although some

members of the Committee objected to the exception made in paragraph 8 ,
the bulletin was adopted and presently affords public accountants some
protection where regulatory authorities have required improper account
ing for income taxes.
The adoption of flow-through accounting for deferred income
taxes violates the matching process and fails to recognize the accrual
of tax.es payable in future years.

From a regulatory viewpoint, the

refusal of certain regulatory commissions to acknowledge as an operat
ing expense a provision for taxes to be paid in future years shifts a
part of the income tax expense from present consumers to future con
sumers.^

Also, and this is both an accounting and a regulatory issue,

there is no common understanding or objective standard upon which to
base an "expectation" that increased future taxes will be allowed in
future rate determinations as provided in paragraph
Mo. 11- (Revised).

8 of Bulletin

The prevailing practice in this respect is set forth

by Arthur Andersen & Company as follows:
Evidently most accountants simply assume that if, for rate
purposes, the regulatory commissions now follow the practice
of allowing only the income t a x e s paid, future commissions

-^Arthur Andersen & Co., The AICPA Injunction Case, p. 70.
•*■7Arthur Andersen & Co., Accounting for Income Taxes, p. 8 1 .

128

will continue to do this indefinitely, and thus that it is
reasonable to expect that the increased taxes will be
allowed in the future.
The firm of Arthur Andersen & Company is highly critical of this practice
and states that current provision should be made for deferred income
taxes in the absence of a controlling court decision.

In any case, the

expectation of an allowance for increased income taxes in future rate
determinations is a legal and not an accounting question and should be
based on competent legal counsel.^
The basis for an expectation of an allowance for increased
income taxes in future rate determinations has also come under attack
by various commissions and courts.
the

In the Union Electric Company case,

20

Illinois Commerce Commission stated its opinion as follows:
It appears to this Commission that it would be merely a
hopeful guess by a utility that a commission some time
in the future would allow for rate making the payment of
income taxes in excess of otherwise normal income taxes
resulting from savings in income taxes in earlier years,
which may have been, in part or in whole, distributed
as dividends. This Commission does not believe that it
may reasonably be expected that 3uch increased future
income taxes will be allowed in future rate determinations.

Nevertheless, regulatory commissions in a number of other states advocate
the flow-through theory and recognize only the income taxes actually paid
as operating expenses.
A count-down by the various state commissions with respect to
"tax-effect" or "flow-through" would be almost meaningless due to the

^Arthur Andersen & Co., Accounting and Reporting Problems of
the Accounting Profession, p. A 3 .
^ Ibid., p. AA.
2QRe Union Electric Co., 29 P. U. R. 3d. 177 (ill- C. C. 1959).
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constant shifting of opinion and the wide variety of treatment to be
found in the various states.

In summary, however, of the states which

have taken a position on this matter, about two-thirds have approved
some form of normalization whereas the other third have prescribed the
flow-through theory.

21

The uniform system of accounts of the Federal

Power Commission provides for the recognition of deferred income taxes
but puts it on an optional basis because of the conflict with the state
commissions. 22

The alarming aspect of this situation is the existence

of this diversity in an industry in which the uniform system of accounts
was designed to achieve uniformity.

Capitalization of Retirement Losses
Another unique practice of utility income determination concerns
the capitalization of losses occasioned by the premature retirement of
utilityproperty items. Accounts are included within
ofaccounts which are

the uniform system

to be used upon the approval of the respective

commissions for the recording and the subsequent amortization of extraor
dinary property losses brought about by obsolescence or other special
causes. ^

According to Paton,

This doctrine is based upon the conception of a utility
enterprise as a business which as a result of rate
restrictions is not in a position to take advantage of

^Walter R. Staub, Inherent Weaknesses in Present Day Public
Utility Accounting, p. 11.
pO

Federal Power Commission, Uniform System of Accounts Prescribed
for Public Utilities and Licensees (Class A and Class B ), p. 41.
^ S e e Account 182, Figure 1, page 1-9 and Account ^07, Figure 2,
page 53 of this paper.
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speculative opportunities and hence, in fairness, must be
guarded against unusual losses.
Although this practice is a departure from generally accepted
accounting principles, the capitalization of such retirement losses
appears justified inasmuch as the utility firm is permitted to report
the amortization of these losses "above the line" on the income state
ment.

Therefore, from a going-concern viewpoint, the extraordinary

property loss represents an asset which is to be charged off against
future revenue.

Charitable Donations
The most frequently used example of an expense item which most
commissions require to be reported "below the line" on the income state
ment is donations for charitable, social, or community welfare purposes.
In a letter by Arthur Andersen and Company to the Federal Power Commis
sion at the time of the revision of the uniform system of accounts, the
argument for the inclusion of donations as operating expenses rather
than income deductions was presented as follows:
Public utility corporations have civic and community
responsibilities as do other corporations and citizens.
The cost of meeting these responsibilities by payments
for charitable and community purposes is appropriately
an operating expense, not an income deduction. Accord
ingly, an operating expense account should be provided
for such donations.
The revised system, however, requires that expenditures of this nature
be lodged in Account h-26 - Other income deductions.

Here again, there

is a divergence of opinion on the state level which affects the com
parability of reports within the industry.

2k

i
Paton and Paton, o£. cit., p. klO .

Undoubtedly the accounting
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classification of donations is being used as a tool in an attempt to
gain recognition of donations as an operating ejq>ense for rate-making
purposes.

CHAPTER VII
CONCLUSIONS

Numerous differences between accounting practices of a non
regulated enterprise and those practices which might be required in
accounting for an electric power and light utility firm have been
set forth in the preceding pages of this dissertation.

Other no less

important exceptions could have been cited, but adequate evidence was
presented to substantiate a charge that regulatory authorities, with
the support of the courts of this country, have continually prescribed
accounting procedures to be followed by electric utilities as well as
other firms "affected with the public interest" which are contrary to
generally accepted accounting principles.

The attitude of the com

missions and courts towards these generally accepted accounting princi
ples is reflected in a recent decision of the Federal Power Commission
in which the examiner remarked:
The Uniform System of Accounts, however, is designed for
effective regulation. The accounting requirements are, of
course, designed to achieve consistency and equality of
treatment as between regulated companies; but regulatory
accounting is not primarily concerned with general princi
ples or corporate accounting, but rather with what must be
done to comply with the statute administered.-'Surely this view of regulatory accounting is detrimental to the operations
of public utility firms and has a direct effect on the rates charged to

-'•Decision of Federal Power Commission in Northern Natural Gas
Company, Docket No. RP60-13, issued April 20, I961 , P* 9*
132
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the ultimate consumers.

The influence of regulatory accounting affects

the utility firms from the standpoint of both costs and revenues.
The utilities, like the non-regulated industries of the United
States, are operating in a capitalistic society whereby the economic
law of supply and demand largely determines the cost of the labor, capi
tal and other factors of production.

The mere declaration by a regula

tory commission that a certain procedure be followed in accounting for
the operations of a utility firm influences the competitive position of
the utility firm in the acquisition of the necessary factors of produc
tion.

Also, since the primary purpose of regulation is the control of

earnings, the prescribed accounting treatment of a given item will most
likely be the one which will result in the lowest possible rates.

The

prescription of "flow-through" accounting for tax deferrals resulting
from the use of accelerated depreciation serves as a good example.

As

previously stated, the adoption of "flow-through" accounting for de
ferred taxes reduces the tax charge and thus enhances the reported
earnings on the operating statement of the public utility.

Basing

their actions on the reported earnings, the various users of the finan
cial statements would react in different ways, depending upon their
economic position relative to the utility firm.

Aside from the regula

tory aspects, labor groups might demand higher wages and the investors
would no doubt expect larger dividend distributions.

And all of this

simply because the utility firm was compelled to follow prescribed
procedures which were clearly contrary to generally accepted accounting
principles.

The conclusion is therefore reached that accounting reports

and statements which are based upon prescribed procedures of a regulatory
commission cannot be fair and informative to all users of the financial
statements.
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The Development of Accounting Practices
In the early days of accounting in the United States, accounting
rules and practices tended to develop within the individual companies
and therefore reflected the needs and desires of management.

Gradually,

the accounting profession recognized that these conditions did not permit
adequate and truthful accounting to the growing number of users of the
financial reports and statements.

Thus, the limitations and weaknesses

of the development of accounting practices within the various companies
led to the formulation of accounting practices independently by those
who had no personal interest in the results they produced.

The activi

ties of the American Institute of Certified Public Accountants, the
American Accounting Association, and the Securities and Exchange Commis
sion were important in this respect.
Uniform systems of accounts in the regulated industries were set
forth prior to the development of "generally accepted principles of
accounting" as the phrase is used today.

Regulatory commissions realized

that the regulatory process could not function unless a standardized
accounting procedure was established for all companies within a partic
ular jurisdiction.

But this standardized procedure has created differ

ences in accounting for the regulated and non-regulated industries as
well as differences in accounting for the individual companies within
a particular regulated industry.

No one can seriously question the

right of a commission to determine the accounts and system to be used
in the accounting function; however, at the same time, the regulatory
commission should not prescribe the principles and methods to be used
in reporting to the general public.

This condition presently exists.
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Accounting principles and standards in the regulated industries,
as in the non-regulated industries, should be established independently
in order that the reports and statements prepared in the accounting
process will be fair and informative to the many users of the financial
data.

In discussing this issue, a well-known public accountant attacked

the system of regulation of earnings of public utilities as follows:
The system of regulation under which the same regulatory
agency which is setting prices is also establishing the
accounting practices and standards that ultimately are
reflected in those prices is not a sound one. Accounting
principles and standards should be established independ
ently so that they and the results they show can be used
for all purposes. Accounting practices must be such that
they will provide fair and reliable information and data
to the extent that is necessary in the rate-making process.
Sound accounting practices must precede rate making; they
cannot merely augment it or concur in it. It is circular
reasoning to say that it is good accounting because it
follows the rate-making theories and then to turn around
and set rates based upon that accounting.
The assertions of the preceding quotation appear to be logical
and fully supportable.

In order for the accounting records of the

electric power and light companies to be responsive to the needs of the
public, the accounting profession must adopt a more positive attitude
in the development of accounting practices in this regulated industry.
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